The New York 
Certified Public Accountant 





TABLE OF CONTENTS 


Current Events 
Elections 


Auditors’ Liability under the Law 
By Borts KosteLanetz, C.P.A. 


Ownership of Accountants’ Working Papers 
By Leonarp Price, C.P.A. 


Prevailing Practices in Connection with Destruction of Clients’ Books 
of Account and Accountants’ Working Papers 


Moral and Ethical Phases of Accountants’ Responsibility 
By Cuartes L. Hucues, C.P.A. . 


A Study of Accountants’ Partnerships 
By Syracuse Chapter Committee on Professional Practice 


The Social Security Act — A Case Study 
By Frank J. Pexar, C.P.A., and AL DEBREE 


Authors of Articles In This Issue 





Published by 
Tue New YorkK STATE SOCIETY OF CERTIFIED PuBLIcC ACCOUNTANTS 
15 E. 4lst STREET - NEW YORK 


Managing Editor 
WENTWORTH F. GANTT 











The New York CertiFiep Pusric ACCOUNTANT ts pub- 

lished monthly from October to June. Copies may be 

obtained at the office of the Society at twenty-five cents per 

copy, $2.00 per year. All other communications relating 

to this publication should be addressed to the Committee 
on Publications. 


Copyright 1940, by 
THE NEW YORK STATE SOCIETY OF 
CERTIFIED PUBLIC ACCOUNTANTS 


[ The matter contained in this publication, unless otherwise stated, 

will not be binding upon the Society; and it should be understood 

that any opinions expressed in articles published herein are the 

opinions of the authors of the articles, respectively, and are not 
promulgated by the Society.] 





Jur 


Jur 
] 


Jun 
t 


fort 
To 
to! 
be | 


We 


ber 
pro 
one 


ma 
foll 
ser 
sta 
the 
cid 
be 

tim 


are 
bri 
vot 
vat 
ple 














CURRENT EVENTS 








Calendar of Events 

June 4—Seventh Annual Outing, 

’ Westchester Country Club, Rye, 
N. Y. 

June 13—Regular Meeting of the 
Board of Directors. 

June 28-30—Seventh Regional Chap- 
ter Conference, Holl’s Inn, Fourth 
Lake, Inlet, N. Y. 


Seventh Annual Outing 


As the date approaches for the 
forthcoming Annual Outing and 
Tournament of the Society, we wish 
to remind the members that this will 
be held Tuesday, June 4, 1940, at the 
Westchester Country Club, Rye, 
N. Y. It is hoped that a large num- 
ber will turn out this year, as the 
program will be a particularly good 
one. 

The tennis tournament and infor- 
mal golf will be held in the morning, 
following which luncheon will be 
served. The golf tournament will 
start after lunch and the finals of 
the tennis tournament will be de- 
cided in the afternoon. Dinner will 
be served at 7:30 P. M., at which 
time the prizes will be awarded. 

As many members as can come 
are urged to attend this year and 
bring their friends with them. If 
you have not already sent in a reser- 
vation card to the Society’s office, 
please do so at once. 


Seventh Regional Chapter 
Conference 
As the time draws nearer for the 
Seventh Regional Chapter Confer- 
ence to be held at Holl’s Inn at 
Fourth Lake, Inlet, N. Y., on June 
28-30, the Committee in charge of 
the arrangements wishes to an- 
nounce that a most interesting pro- 


gram is being prepared. This will 
include outstanding addresses and 
discussions of topics of current in- 
terest, as well as a sports program, 
to assure members a most enjoyable 
week-end. 

The complete program will be an- 
nounced at a later date. At this 
time the attention of those who plan 
to attend is called to the importance 
of making reservations as early as 
possible. It is hoped that members 
who were present last year will be 
on hand again, as well as many 
others who were unable to attend 
the 1939 Conference. 


Annual Meeting 


The annual meeting and election 
of officers of the Society was held 
in the Sert Room of the Waldorf- 
Astoria Hotel on May 13th, on which 
occasion the following officers and 
directors were elected for the ensu- 
ing year: 


Officers 


Fis are TO ero Se gy ae aaa President 
ANDREW STEWART...... l‘irst Vice President 
J. ArtHuR Marvin..Second Vice President 
G. CHarLEs HuRDMAN........... Secretary 
Apchie PB. Reaves. .<.ceccccess Treasurer 


Directors 
(For a Period of Three Years) 


Harold James Beairsto Harold B. Simpson 
Jacob Stewart Seidman Victor H. Stempf 
Howard V. Swartz 


The guest speaker of the evening 
was Mr. Elmo Roper, conductor of 
Fortune Magazine Public Opinion 
Surveys, who delivered a very inter- 
esting and enjoyable talk on the sub- 
ject of “Sampling Public Opinion”. 
Mr. Roper outlined the present day 
methods employed in taking these 
surveys, and explained the back- 
ground and phraseology of some of 
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the questions asked by his field 
workers, as well as the different re- 
plies received from certain groups 
and economic levels. 

In his acceptance speech, Mr. 
Fedde pointed out that further clari- 
fication and simplification of annual 
reports is needed at this time to 
make them more intelligible to the 
average stockholder. The following 
excerpts are quoted from Mr. Fedde’s 
address: 

“One of our tasks is to give the 
public a better understanding of 
what we are, what we do, what limi- 
tations, due to practical considera- 
tions, are inherent in our employ- 
ment in certain cases; and also a 
recognition that the certified public 
accountant requires through his 
training and in his practice a broad 
knowledge of business, and thereby 
a capacity for rendering services out- 
side of those ordinarily required of 
him. 

“Another task is one we have 
jointly with our clients, that of mak- 
ing annual reports and the attached 
financial statement more intelligible 
to the average stockholder. The av- 
erage investor in corporate securities 
is an educated person of reasonable 
intelligence who does not require 
pictures to give him an idea of finan- 
cial operations; but when he does 
read an annual report, no doubt he 
would like to be able to do so with- 
out requiring the assistance of a 
committee on terminology. I am not 
convinced that there isn’t room for 
improvement, without revolutionary 
changes, but by the development of 
simple modifications to facilitate the 
better understanding of financial re- 
ports. There is a possibility that we 
have become too faithful to conven- 
tional terms and expressions. 

“Much progress has been made in 
the last ten years in the annual re- 
ports issued by corporations, as evi- 
denced by the additions of explana- 
tory notes appended to the financial 
statements, and the reports and 


statements of accountants. Further 
progress is being made through stud- 
ies by committees of this Society and 
by a committee of the American In- 
stitute of Accountants, namely, the 
committee on accounting procedure, 
We are continually examining our 
own procedures and studying how 
to give proper expression in ac- 
counts to transactions which result 
from peculiar circumstances or 
changed conditions. 

“The income or profit and loss ac- 
count has acquired a role of first im- 
portance, as indicating the success or 
failure of an enterprise, and the bal- 
ance sheet has become rather second- 
ary. The public has not yet fully 
grasped the fact that the balance 
sheet is not, as to each item therein, 
a valuation statement, but that at 
least with respect to operating plant 
and deferred charges (including dis- 
count from par at which bonds may 
have been sold) the balance sheet 
carries costs, which may not repre- 
sent present values (and may not 
even be assets in the ordinary sense 
of the word) which will be prorated 
as proper charges against revenue 
of future periods. The process of in- 
forming the public with respect to 
matters such as these is being carried 
on and is of vital importance to the 
investor as well as the accounting 
profession.” 

As retiring President, Mr. Victor 
H. Stempf was presented with an en- 
graved gavel by Mr. Fedde, who 
complimented him upon the comple- 
tion of his two years of service in so 
ably directing the affairs of the So- 
ciety. Mr. Stempf, in a short state- 
ment of appreciation and farewell, 
said that he owed “a most sincere 
acknowledgment of the loyal, earn- 
est, competent, and enthusiastic sup- 
port I have enjoyed from my fellow 
officers, directors, committee men, 
and staff, throughout the period, 
without which the task would have 
been unbearably difficult. To Went- 
worth Gantt, particularly, I owe a 
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Current Events 


deep debt of gratitude for unswerv- 
ing loyalty, thoughtfulness, and ef- 
ficiency. 

“It has been a happy, turbulent 
two years, which have given me 
great personal satisfaction; and, I 
confidently believe, our endeavors 
have maintained the prestige of the 
Society. I am humbly proud to have 
served you, and I pledge my very 
best in supporting Dick Fedde in the 
year to come.” 


Chapter Elections 
At recent annual meetings the 
four chapters of the Society at 
Albany, Buffalo, Rochester, and 
Syracuse elected the following offi- 
cers for the coming year: 
Albany Chapter 


IRVING LL. SIMON ss os.0c0n:0% 0% President 
Joun B. CANTWELL.............. Vice President 
Davin. L.. KigSSEBRs 0 6's0000-6 Treasurer 
EUGENE J. STEINER... ...0.0<0 Secretary 
Buffalo Chapter 
R. DouGLas CAMPBELL....... President 
BENJAMIN L. ENLOE........ Vice President 
Piapey -B. (CARB 6 s.céccsccces Treasurer 
RaLtpH H. FRANCLEMONT.....< Secretary 
Rochester Chapter 
HERMAN A. MILLER......... President 
ANDREW H. SopHIE.......... Vice President 
DoNALD MARGOLIS .......... Treasurer 
James A. JACKSON.........04 Secretary 
Syracuse Chapter 
CHARLES (Fe CARR 5 65.<:6/4:010:0:08 President 
RayMonp F. MurpHy....... Vice President 
ArtHUR L. NICHOLSON......< Secretary and 


Treasurer 
Appointments of Members 

The Board of Regents of the Uni- 
versity of the State of New York re- 
cently announced the _ re-appoint- 
ment of Edwin E. Leffler of Buffalo, 
to the Board of Certified Public 
Accountant Examiners for a term 
of five years from April 18, 1940. 
Messrs. William J. Nusbaum of 
Albany, and James E. Nugent of 
Newburgh, were also re-appointed 
as members of the Certified Public 
Accountant Grievance Committee 
for a period of five years beginning 


May 1, 1940. 


Federal Taxation 

On April 15th the Society directed 
a letter to each member of the Ways 
and Means Committee of the House 
of Representatives stating that the 
Federal Tax Committee and _ the 
Board of Directors of the Society 
had gone on record in favor of the 
resolution, introduced by Rep. 
Emanuel Celler of New York, which 
provided for the creation of a “quali- 
fied non-partisan commission to in- 
quire into and formulate, for recom- 
mendation to Congress, a perma- 
nent policy on Federal Taxation”. 
The text of this letter is given below: 


Honosable. cc cseee: 
House Office Building, 
Washington, D. C. 


Dear Congressman........ 


At the present time, Joint Resolution 
483, introduced in the House of Repre- 
sentatives on March 5 last by Representa- 
tive Emanuel Celler of New York, is 
awaiting action by your honored Ways 
and Means Committee. 


The Resolution, as you know, calls for 
the creation by the Congress of a qualified 
non-partisan commission to inquire into 
and formulate, for recommendation to 
Congress, a permanent policy of Federal 
taxation. 


The committee on Federal taxation of 
the New York State Society of Certified 
Public Accountants has gone on record 
in favor of such a commission and of 
the Joint Resolution introduced by Con- 
gressman Celler. In addition, the Board 
of directors of this Society has voted to 
approve and support the recommendations 
of its Federal taxation committee. 


This letter is written on behalf of the 
board of directors to urge you to give 
early consideration to the Celler Resolu- 
tion, to the end that it will be reported 
out for action by Congress, or that public 
hearings shall be initiated as promptly as 
possible. 

Members of the accounting profession 
without exception favor the Celler meas- 
ure as representing legislation needed in 
the public interest. May we therefore re- 
spectfully request early action in this im- 
portant matter? 


Very truly yours, 


(Signed) G. Cuartes HurpMAN 
Secretary. 
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Accounting and Your Pocketbook 

In the early part of May all mem- 
bers of the Society were sent a 
booklet entitled “Accounting and 
Your Pocketbook”, together with a 
letter urging them to effect the 
widest distribution possible among 
clients. It was also pointed out that 
“considerable time and _ thought 
have been devoted to the writing of 
this booklet which, it is felt, should 
prove of great value in informing 
busines men as to the place occupied 
by the accounting profession in and 
the service it renders to industry 
today. It is a simple and straight- 
forward statement avoiding as much 
as possible any technical details, 
and should appeal directly to the 
layman.” 

In addition to the membership of 
the Society, this pamphlet has been 
distributed to all certified public ac- 
countants and credit men in New 
York State, as well as legislators, 
newspaper and magazine editors, 
trade association executives, stock 
exchange members, and officials in 
banks, chambers of commerce, bar 
associations and other business 
groups. 

The response from members for 
purchase of additional copies for 
their own distribution purposes has 
been gratifying. It is hoped that 
this informative and _ instructive 
booklet will receive the maximum 
circulation in this state, and help to 
clarify for many business and pro- 
fessional men the importance of the 
work done and the role played by the 
independent accountant today. 

We will be glad to send this book- 
let upon request to any of our read- 
ers in New York State who have not 
already received it. They can also 
be purchased in quantity at two 
cents each. For the benefit of our 
members, we wish to state that we 
will continue to receive their orders 
for additional copies during the 
month of June. 


Columbia Accounting Institute 


On the two days of April 25th and 
26th Columbia University, with the 
cooperation of this Society and other 
similar organizations, conducted an 
Institute of Accountancy, the gener- 
al theme of which was “Corporate 
Financial Statements”. The proceed- 
ings of this year’s Institute were a 
decided success, and it is felt that 
the papers and addresses given were 
of great interest and value to all 
those fortunate enough to be pres- 
ent. Under the able leadership of 
Professor Roy B. Kester, the ses- 
sions were enthusiastically attended 
and the papers well received. 

Among the members of the So- 
ciety who participated in the Insti- 
tute proceedings were Messrs. Eric 
A. Camman, James F. Hughes, An- 
drew Stewart, Warren W. Nissley, 
A. S. Fedde, Francis P. Byerly, and 
Henry A. Horne, all as discussion 
leaders following the presentation of 
papers... Mr. Theodore Krohn was 
the Chairman of the afternoon ses- 
sion on April 25th, Mr. Thomas W. 
Byrnes, Chairman of the evening 
session of that day, and Mr. Victor 
H. Stempf presided at the morning 
meeting on April 26th. Mr. George 
O. May was the principal speaker at 
the evening session on April 26th, 
presenting a very interesting talk on 
“The Extent to Which All-Purpose 
Financial Statements are Feasible— 
A Summary and A Forecast”. 


Members Honored 

The Society takes pleasure in an- 
nouncing that Messrs. Victor H. 
Stempf, James F. Hughes, Norman 
E. Webster, and Walter A. Staub, 
were elected as honorary members 
of the National Accounting Frater- 
nity of Beta Alpha Psi on the occa- 
sion of the annual dinner of the 
Syracuse Chapter of the Fraternity, 
held on May 10th at the University 
Club in Syracuse. 
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Current Events 


Activities of Members 


At a luncheon meeting held at the 
Onondaga Hotel in Syracuse on 
May 10th celebrating the sixth an- 
niversary of the Syracuse Chapter 
of the Society, Mr. Victor H. Stempf 
gave an address entitled “Account- 
ing Plays a Vital Role in Eco- 
nomics”. 

On April 17th Mr. Stempf also 
addressed members of the Illinois 
Manufacturers’ Costs Association at 
their Sixteenth Annual Costs Con- 
ference held in Chicago. The sub- 
ject of Mr. Stempf’s talk was 
“Trends in Accounting Procedure”. 

In conjunction with the Southern 
States Accounting Conference held 
in New Orleans during the week of 
April 25th, Mr. J. Arthur Marvin 
spoke before the Alvin Callender 
Post of the American Legion at its 
luncheon meeting on Friday, April 
26th. The subject of Mr. Marvin’s 
address was “Accounting and Your 
Pocketbook”, taken from the title of 
the recently published pamphlet of 
that name, in which he described 
some of the functions and duties of 
an accountant for the benefit of the 
average business man. 


Bindings for Bulletins 

The Publications Committee wishes 
to announce that members may have 
copies of last year’s and this year’s 
bulletins appropriately bound for their 
libraries at a cost of only $2.00 for each 
year. If members will send the nine 
issues from October 1938 through June 
1939 to the office of the Society, 
these will be bound and returned, 
and the same applies for the current 
edition from October 1939 through 
the June 1940 (when issued) edi- 
tion. In the case of those whose 
volumes may be lacking certain is- 
sues, the Society will be glad to sup- 
ply replacements for binding from 
its files at the regular cost of 25c 
each, as long as the supply lasts. 


Technical Forum Meetings 

The Spring series of six forum 
meetings on technical phases of ac- 
counting terminated with the May 
8th meeting on Foreign Trade Ac- 
counting. These discussions—the 
fifth in the series started several 
years ago—continue to draw the in- 
terest and attendance of an increas- 
ing number of our members, and 
another series is being planned for 
the Fall months. On_ successive 
Wednesdays in April and May the 
Technical Committees involved con- 
ducted forums on the following sub- 
jects: 

Intangible Assets—April 3rd 

Real Estate Accounting—April 10th 

Mining and Smelting Accounting— 

April 17th 

Governmental Accounting—April 24th 

Dairy Industry Accounting—May lst 

Foreign Trade Accounting—May 8th 

Each of these occasions was 
marked by the presentation of a 
number of excellent papers by mem- 
bers of these committees, who de- 
serve no small amount of praise for 
the time and effort they spent in 
preparing them. Not only do such 
papers play an important role in 
stimulating thought and discussion 
at the time they are given, but their 
inclusion in the Bulletin enables all 
of our readers to enjoy their merits 
as well. 





Barrett J. Beckwith 

Barrett J. Beckwith, of the firm of 
Beckwith & Beckwith, Syracuse, 
N. Y., died suddenly on March 28th, 
at the age of 52. He became a mem- 
ber of the Society on September 23, 
1924, and was also a charter member 
of the Syracuse Chapter of the So- 
ciety. 

He is survived by his wife and 
two daughters. 


In his passing, the Society has 
suffered the loss of a very valued 
and esteemed member. 
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ELECTIONS 
The following is a list of appli- Associate Membership 
cants admitted to membership and James F. Cousins, 35 W. 45th Street, I 
associate membership in the Society, _With Pathé News, Inc. ; 
and also associate members ad- Clarence E. Eisenmann, 350 Madison Ave., si 
vanced to membership at a meeting With Hurdman & Cranstoun. a 
Pencil ek Wihnertaen: loalit : Henry Ferber, 1501 Broadway, It 
of the — oO irectors held on With Metropolitan Playhouses, Inc. re 
May 13, 1940: Marcus L. Karten, 1272-48th St., Brooklyn. pe 
; Morris Koby, 134 So. 9th St., Brooklyn. a 
Membership William C. Martin, Jr., 80 Broad Street, : 
M. Harvey Brown, 56 Pine Street, With Clarke, Oakes & Greenwood. vin 
With Price, Waterhouse & Co. Harry G. Phipps, 90 Broad Street, a 
Emanuel Fass, 140 Nassau Street. With Lybrand, Ross Bros. & Montgomery. pr 
Nathan Feldman, 521 Fifth Avenue, Clarence C. Smith, 350 Madison Avenue, SO 
Jerome A. Gelfand, 551 Fifth Avenue, With Hurdman & Cranstoun. is 
With Loewenwarter, Teich & Co. Andrew Weiss, 225 W. 34th Street, in 
Walter S Hubl mt 56 Pine Street With S. L. Klein & Company. wit 
~~~ -aane saree sated aaa Frederick S. Wilkinson, 506 Herald Bldg,, g! 
With Price, Waterhouse & Co. * aca ca 
James Harold Kirby, 90 Broad Street, With Howard V. Swarts. ob 
With Lybrand, Ross Bros. & Montgomery. z 
Leonard Hamilton McKane, 56 Pine St., Advancement from Associate Membership Re 
With Price, Waterhouse & Co. to Membership 
Austin John McMahon, Jr., 25 Broadway, Henry J. Ankner, 11 W. 42nd Street, : 
With Pogson, Peloubet & Co. With Edward Rashkin. rs 
Hugh Miller Mercer, 56 Pine Street, Irving Falb, 11 W. 42nd Street, pi 
With Price, Waterhouse & Co. - bie gr ay ge — lit 
VE = F ; trnest J. Lange, ine Street, su 
me oe — se ~ : With Price, Waterhouse & Co. of 
a sg ; ee 4 0 Broadway, Harold John Olson, 90 Broad Street, “ 
wedi eos With Lybrand, Ross Bros. & Montgomery. IZ 
Hyman Matthew Rosen, 1440 Broadway, Bertrand J. Tiffany, 116 John Street, sa 
Of Rosen & Rosen. With S: H. & Lee J. Wolfe. na 
Wilbur Muendel Schroeder, 107 William Harry I. Weisberg, 4100—43rd Avenue, 
Street, Sunnyside, L. I. in 
With Fedde & Co. a fF : 
Aiden C. Seaith. 56 Pine Street, lhe number of members in the co 
With Price, Waterhouse & Co. Society as of May 13, 1940, is as ef 
Joseph Thieberg, 64 Hamilton Street, follows: Wi 
Paterson, N. J. re 3,187 an 
Of Ashton & Thieberg. Associate Members.. 360 a 
Ralph J. Young, 90 Broad Street, ke Sata co 
With Lybrand, Ross Bros. & Montgomery. HOUDE -s xcaneeass 3,947 as 
Sit 
SEVENTH REGIONAL CHAPTER CONFERENCE % 
at Vc 
Ho .v’s INN, FouRTH LAKE, INLET, N. Y. th 
on Ac 
JUNE 28-29-30 ms 
* * * Ac 
MAKE YOUR RESERVATIONS NOW . 
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Auditors’ Liability under the Law 


By Boris KosteLanetz, C.P.A. 


AM _ still not entirely aware of 

the reason why E out of scores 
of eligible members of the Society, 
was chosen to address you tonight. 
It is my private belief that the only 
really good qualification that I do 
possess, 1s that I am somewhat at 
a distance from the practice of ac- 
counting. In other words, though 
a member of the profession, and a 
proud member, the possibility of 
someone suing me for negligence 
is most remote. Therefore, I feel 
in a sense, that | have no axes to 
grind, no bones to pick and that I 
can approach the subject with the 
objectivity which it merits. 

Shortly before the McKesson & 
Robbins incident, I had a chat with 
a partner in one of the large firms 
in the profession. The conversation 
drifted to accountant’s — liability, 
litigation, and other unpleasant 
subjects. With perhaps a measure 
of prophetic ability he character- 
ized the situation of accountants, 
saying, “We are all sitting on dy- 
namite.” 

From time to time the dynamite, 
in the form of a summons and a 
complaint, explodes. The force and 
effect of such an explosion varies 
with the size of the accounting firm 
and the size of the claim. At best, 
a full exoneration leaves the ac- 
countant with that progeny of an 
association with the legal profes- 
sion, a bill for legal services. 

On December 14, 1936, David L. 
Podell, Esq., a member of the New 
York Bar, addressed the Society on 
the subject, “The Certified Public 
Acccuntant’s Responsibility to Third 


Parties for Financial Statements 
to which He Certifies.”"* In that 
speech Mr. Podell reviewed the 
state of the law up to 1936. It will 
be my function to bring his discus- 
sion down to date. It will also be 
my function to discuss with you the 
precautionary measures, if any, that 
an accountant may take in anticipa- 
tion of possible litigation. 

Since tonight’s discussion is aimed 
for the attention of the practicing 
accountant rather than the theore- 
tician, I shall not attempt to trace 
the background of legal responsi- 
bilities of the skilled professions. 
Nor shall it be necessary for me to 
trace the history of accountant’s 
rights and liabilities. That has been 
done fairly recently in the excellent 
volume published by the American 
Institute of Accountants.** Nor 
will my approach to the profession’s 
legal troubles include my point of 
view of what the law should be— 
I prefer to leave that field to those 
more learned than I am. I am limit- 
ing my discussion to such law as 1s 
available, meaning the decided cases. 
Then I shall attempt to draw infer- 
ences from decided cases. The latter 
activity is not a recitation of law, 
but to paraphrase legal thinkers, it 
is only a guess as to what a court 
will decide. 

Within the limitations of my time, 
I must consider only the decisions 
of our State and for our purposes, 
I believe them to be sufficient. In 
1936, the year of Mr. Podell’s talk, 
the law of the State relative to 
accountant’s liability was contained 
in two decisions of our higher 


Presented at the April 8, 1940 mecting of The New York State Society of Certified Public 


Accountants. 


* The New York Certified Public Accountant, April, 1937, page 31. 
** Wiley Daniel Rich, Legal Responsibilities and Rights of Public Accountants (1935). 
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courts.* They dealt, respectively, 
with the legal obligations of the ac- 
countant to his client and with his 
responsibilities to third parties for 
financial statements certified by him. 

Considering the former relation- 
ship, the law of the State was expressed 
in Craig v. Anyon, a decision of the 
Appellate Division, First Depart- 
ment in 1925 and affirmed in the 
Court of Appeals. 

Briefly, the facts presented in the 
opinion of the Craig case showed 
that a firm of stockbrokers had a 
trusted employee and that their trust 
was misplaced in that the employee 
falsified the books of the firm 
throughout a period of nearly five 
years, during which the stockbrokers 
employed auditors who did their work 
quarterly and who did not discover 
the defalcations. The jury found the 
accountants negligent and assessed 
damages at $1,177,805.20, the amount 
of the plaintiff's actual loss. The 
plaintiff's joy was shortlived for 
while the trial court agreed that the 
defendants were negligent, it also 
held that the only damage proxi- 
mately resulting was the amount 
paid as compensation to the account- 
ants, a sum of $2,000. The Appel- 
late Court agreed by a divided vote 
with the trial court. The main 
ground of the agreement and the 
approval of the peculiar measure of 
damages was that the client was 
guilty of contributory negligence in 
not exercising a proper degree of 
supervision over their defaulting 
emplovee. 

In view of the Craig decision, ac- 
countants felt a certain immunity 
from litigation. After all, the ac- 
countant, if negligent, could always 
point to some contributory negli- 
gence of the client, and it is settled 
in the Jaw that contributory negli- 


* Craig v. Anyon, 212 App. Div. 55, 208 N. Y. 


and U/tramares Corp. v. Touche, 255 N. Y. 


gence bars relief. Even as late as 
1936, Mr. Podell, my predecessor, 
in discussing the question of a client 
suing in negligence, said :7 

“In the case of the. client, if the 
accountant can show that the 
client has himself been negligent, 
he has a defense to any suit for 
negligence and usually it is not 
difficult to show that the client has 
been himself neglectful.” 

The years went by and the stand- 
ards set in Craig v. Anyon were un- 
disturbed by the Utramares case, 
for the latter case dealt with a third 
party, a creditor of a client, as plain- 
tiff rather than litigation between 
an accountant and his client. 

In 1939 the same court which 
fourteen years earlier had decided 
Craig v. Anyon was faced with mak- 
ing another decision affecting ac- 
countant’s liability in National Surety 
Corp. v. Lybrand, et al.** The facts 
related to still another brokerage 
house and to another trusted em- 
ployee. The defalcations covered a 
period of nine years instead of five 
as in the Craig case. Apparently the 
thief was feeling the effects of the 
depression for unlike Craig’s em- 
ployee who stole over one million 
dollars, the cashier of Halle & 
Stieglitz, a brokerage house, em- 
bezzled a mere $329,300. His system 
consisted of abstractions from petty 
cash, concealed on ordinary days by 
delaying and substituting bank de- 
posits, familiarly called “lapping”, 
and when outside audits were made, 
by “kiting” checks among firm’s 
bank accounts. The cashier knew 
when audits were to be made and his 
system was not discovered by the 
staffs of the three firms of public 
accountants who were successively 
employed to audit the books of Halle 
& Stieglitz. The plaintiff, surety 


S. 259 (1925) affirmed 242 N. Y. 569, (1926) 
170 (1931). 


+ The New York Certified Public Accountant, April, 1937 at page 36. 


** 256 App. Div. 226, 9 N. Y. Supp. 2nd 554 


(1939). 
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company, paid the loss to the stock- 
brokers and then sued the three 
public accounting firms as assignee. 
Two of the three accounting firms 
alleged, among other defenses that 
the proximate cause of the loss was 
the contributory negligence of Halle 
& Stieglitz, a defense used success- 
fully in the Craig case. At the close 
of the evidence, the trial court re- 
fused to permit the case to go to the 
jury and dismissed the complaint on 
its merits. The surety company then 
appealed. 

On appeal, the Appellate Division, 
by a divided court, reversed the 
judgment of the court below and 
granted a new trial holding that the 
issues of fact, including negligence 
and contributory negligence were 
for the jury. 

The Appellate Court wrote a 
lengthy opinion and to my mind 
made some very important state- 
ments and some of lesser’ im- 
portance. 

Among items of lesser importance 
is an indication by the court that 
auditors should request duplicate 
deposit slips so that the differences 
between actual deposits and de- 
posits as shown in the books. may 
be reconciled. The court also indi- 
cated, by quoting from accounting 
authorities, that depesits during the 
last day of an audit period should 
be tested for “kiting” and that check 
numbers should be verified. I char- 
acterize these statements as being 
of lesser importance because ac- 
countants who have not included 
these steps as part of their audit 
programs for cash verification, can 
correct the condition by a change in 
their routine or through the familiar 
“memorandum to the staff”. 

Among the important dicta is the 
following quotation: 

“Tt is undisputed that cash in bank 

can be verified absolutely.”* 

* ON. Y. Supp. (2d) 5 

5 


54, 561. 
+ ON. Y. Supp. (2d) 554, 563. 


While the law books frequently 
set forth that auditors are not in- 
surers of the accuracy of the ac- 
counts which they audit, it appears 
to me that an effective exception has 
been made with respect to cash in 
bank. Regardless of what may have 
occurred in the course of a fiscal 
period, the balance of cash in bank 
as represented in the financial state- 
ment should be in accord with the 
facts. In this connection it is fair 
to say, using the National Surety case 
as an example, that where the cash 
balance has differed from the facts 
and where litigation has ensued, the 
accountant has been a consistent 
loser. 

The most significant result of the 
National Surety case is the treatment 
given by the court to the defense of 
contributory negligence. The rela- 
tive security accorded to the ac- 
countant in Craig v. Anyon is the doc- 
trine that lack of effective super- 
vision by the client over his trusted 
employees is contributory  negli- 
gence. The instant opinion by way 
of contrast reads as follows :+ 

“Accountants, as we know, are 
commonly employed for the very 
purpose of detecting defalcations 
which the employer’s negligence 
has made possible. Accordingly, 
we see no reason to hold that the 
accountant is not liable to his em- 
ployer in such cases. Negligence 
of the employer is a defense only 
when it has contributed to the 
accountant’s failure to perform 
his contract and to report the 
truth.” 


Language immediately following 
seems to indicate that the only type 
of contributory negligence which 
the court would recognize is one 
involving a measure of interference 
with the conduct of the audit. The 
court likens the nature of the ac- 
countant’s contractual engagement 
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to that related in a Court of Appeals 
decision* wherein a workman was 
injured by a dangerous condition 
which the workman had undertaken 
to fix. 

The court attempts to distinguish 
Craig v. Anyon on the facts, although 
its opinion is actually an expansion 
of the dissenting opinion in the Craig 
case where emphasis was placed on 
the implied contractual obligation of 
an accountant to protect his client 
from the result of the client’s negli- 
gence. 

We also find in the National Surety 
case a rejection of the measure of 
damages applied in the Craig case. It 
leaves for the jury to say whether 
the accountants are liable for not 
only failing to discover existing de- 
falcations, but also for defalcation 
subsequent to audit, on the theory 
that further defalcations were made 
possible through nondiscovery. 

The other development since 1936 
has been the holding by the Court 
of Appeals in State Strect Trust Co. v. 
Ernst. The case does not demonstrate 
any theory that is either new or start- 
ling. It is merely a reaffirmation of 
the principles of accountant’s liability 
previously described in Ultramares v. 
Touche.** 

The Ultramares decision involved a 
balance sheet which was prepared by 
the accountants and thereafter shown 
to creditors. The plaintiff, Ultramares 
Corp. granted credit in reliance on a 
financial statement which showed a 
business to be solvent. Actually it was 
insolvent. The State Street Trust Co. 
case reflected a similar condition ex- 
cept that thirty days after the issu- 
ance of the financial statement the 
accountants wrote a private com- 
munication to the client which con- 
tained important exceptions and 
qualifications. 

The court’s holding in these two 
cases may be summarized as follows: 


Ay | 


Ba 
78 N. Y. 104 (1938). 
SON: ¥.179'(1931). 


DO bo 


+ 
*x 


(a) The client may recover from an 
accountant where the account- 
ant has been negligent. 

(b) Third parties, investors and 
creditors, cannot recover from 
an accountant where he has 
merely been negligent. 

(c) Third parties, investors, and 
creditors may recover from an 
accountant where fraud can be 
proven. 

(d) Gross negligence on the part of 
accountants is sufficient evi- 
dence from which a jury may 
infer fraud. 


To understand the type of fraud 
indicated by the Court of Appeals, 
the accountant, for his own good, 
must revise the usual concept or 
connotation which attaches to the 
word “fraud”. There is no necessity 
for evidence of deliberation or pre- 
meditation or scheming to lay a 
foundation for an action in fraud 
against an accountant. Similarly, a 
culpable motive or intent is irrele- 
vant. Indeed, fraud may exist in the 
absence of a specific state of mind. 
Fraud may be inferred in light of 
the following negligent conduct: 
(a) An opinion so flimsy as to lead 

to the conclusion that there was 

no genuine belief in its truth. 
(b) A representation certified as 
true to the knowledge of the 
accountant - when knowledge 
there is none. 
A refusal to see the obvious, a 
failure to investigate the doubt- 
ful, if sufficiently gross. 
Heedless and reckless disregard 
of consequence. 


— 


te 


(d 


— 


Again it is imperative to stress 
that due to the peculiar quality of 
this type of fraud, good intentions 
are not a defense. Neither is con- 
tributory negligence a defense to 


owalsky v. Conreco Co., 264 N. Y. 125 (1934) 
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fraud. So in a certain sense, for 
purposes of litigation, the third par- 
ties, creditors or investors, are even 
in a better position than a client 
against whom the defense of con- 
tributory negligence may be alleged, 
though in the light of the National 
Surety case, even that defense is not 
what it used to be prior to 1939. 

In considering this whole subject 
of legal obligations of public ac- 
countants, there is one redeeming if 
not hopeful feature. If you disagree 
with the holding of our courts, there 
is some consolation in the knowledge 
that the whole subject is still in 
its legal infancy, or at best, adoles- 
cence. To dispel undue optimism 
on the part of some, it should also 
be noted that the trend is toward 
stricter legal as well as social re- 
sponsibility. 

Having described the hazards of 
the profession, thought must be 
given to the precautionary measures 
available to the accountant. 

In so far as his client is concerned, 
before an accountant can be found 
guilty of negligence, it is necessary 
to consider specifically what his 
duties are, i.e., the scope of his audit 
engagement. It is also inevitable 
that the fee, in most cases, also de- 
termines the scope. For that reason 
accountants should be most careful 
in all cases to see that in their files 
there is at least an exchange of cor- 
respondence between the accountant 
and the client setting forth in some 
detail the quantity of checking ex- 
pected of the accountant. The ef- 
fect of such an agreement in suits 
between accountant and client may 
nullify or supersede expert  testi- 
mony of what are “accepted stand- 
ards of audit procedure.” 

The subject of indemnity agree- 
ments, whereby the accountant is 
indemnified by the client against the 
expense of unwarranted proceedings 


by third parties, is one that deserves 
serious thought. It also appears to 
me that an agreement which in- 
demnifies the accountant against 
“miscarriages of justice” probably 
goes too far and may affect the ac- 
countant’s independent viewpoint. 

Another remedy open to account- 
ants is liability insurance. The pre- 
mium, in most cases, is well worth 
the freedom from anxiety and the 
knowledge that the carelessness of 
an assistant cannot wipe out the 
savings of a lifetime. It appears to 
me that organizations like this Soci- 
ety should bring to the attention of 
its members the fact that this pro- 
tection is available. Promotion of 
this type would probably reduce the 
cost of the insurance and bring it 
within the reach of most  practi- 
tioners. 

From a broader aspect, one of the 
most effective precautionary mea- 
sures would be a change in the ac- 
countant’s approach to his work. 
The chairman of the Securities and 
Exchange Commission recently al- 
luded to the importance of a re- 
vision in the auditor’s approach.* 
It seems that in 1896 an English 
court said :** 

“An auditor is not bound to be a 

detective, or * * * to approach his 

work with suspicion * * *,” 


That statement, often quoted, has 
given the accountant a sense of false 
security. Differences of opinion may 
exist as to whether or not an ac- 
countant should be suspicious, but 
I can say that expensive litigation 
has occurred for the sole reason that 
an accountant has not been suspi- 
cious. It seems that the times call 
for a change in emphasis. When we 
were junior accountants, we were 
told that the detection of fraud was 
not the prime object of an audit. In 
the light of recent cases, I must say 


* Jerome Frank, “Accounting for Investors” Address before Controllers Institute of 


America, Oct. 10, 1939. 


** In re Kingston Cotton Mill Company, 2 Ch.D. 279 (1896). 
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that the chance of a suit being filed 
against an accountant for an im- 
proper theoretical approach to un- 
amortized bond discount in connec- 
tion with refunding is slight. The 
chance of litigation against an ac- 
countant for failure to verify cash 
is rather substantial. 

While it is customary in discus- 
sions of my topic to urge on ac- 
countants the thought that certifi- 
cates should be qualified, I do not 
think it necessary in view of the 
evolution of the old short form cer- 
tificate to the present carefully 
drawn report recommended by the 
American Institute of Accountants 
and your Society. 

While we are on the subject of 
precautionary measures, may I re- 
ject one suggestion that is infre- 
quently heard among accountants. 
As you probably know some of the 
other professions place a type of re- 
straining hand on any member who 
dares to testify against another mem- 
ber of his profession in a malprac- 
tice suit. It appears to me that this 
procedure is sordid. It is a suppres- 
sion of truth and a conspiracy to 
obstruct and defeat justice. Let us 
have none of it. A “phony” expert 
gets known as such. That seems 
to me to be sufficient punishment. 
There is no reason why the public 
should be injured by a suppression 
of expert testimony and I can say, 
from my experience, that we have 


our slight share of Richard Whit- 
neys, Martin T. Mantons and Elmer 
Gantrys. I can say, from my experi- 
ence in the prosecution of false 
financial statements, that the public 
needs protection against men who 
do sell out their profession. 


If I have placed a seeming empha- 
sis on our troubles, it is in a sense 
a reflection of my own concentrated 
experience. On the other hand we 
should be proud to know that out of 
the thousands of financial statements 
prepared or examined by account- 
ants annually, only four’ have 
reached the higher courts of our 
State. The question is not suscepti- 
ble of statistical approach, but com- 
pare our record with the scores of 
malpractice suits filed annually 
against physicians and dentists, the 
numerous disciplinary actions against 
members of the Bar. Perhaps we 
should be grateful that, due to the 
scarcity of cases, the law of account- 
ants’ liability is still in its adoles- 
cence. 


Perhaps, in the light of our record, 
I over simplify the solution to our 
problems when I say that most ac- 
countants do not need decided cases 
to guide them. There is such a 
thing as an innate consciousness 
of a professional man who knows 
when he has done a good profes- 
sional job. So long as we have that 
feeling, we have nothing to fear. 
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Ownership of Accountants’ Working Papers 


By LEonarp Price, C.P.A. 


7 the question, “In New York 
State who is the owner of the 
accountant’s working papers—the 
accountant or the client?”, our an- 
swer must be, “We do not know.” 
Both the decisions of our courts and 
the acts of the Legislature are silent 
on this point. In our search for 
precedent elsewhere we find that 
only twice has this question been 
ruled upon by the courts of this 
country or of England; and only 
three states have enacted laws with 
respect thereto. 

There is no doubt that the audit 
report, the report of an investigation 
or special study, or the tax return 
prepared by the accountant and 
submitted to the client, belong to 
the latter. But are the working 
papers which formed the basis for 
such report or tax return—the mute 
evidence of the time and effort which 
went into the preparation of the 
finished product—are they, too, the 
client’s property? 

It has never been doubted that 
the preliminary plans and drawings 
of an architect are his property al- 
though the final plans belong to the 
one for whom they are made; that 
an artist’s original sketches belong 
to him and not to the person whose 
portrait is being painted; that the 
memoranda made by a_ physician 
upon his examination of a patient 
belong to the former and not the 
latter ; and that the notes and records 
of an attorney, his _ preliminary 
drafts of legal documents and his 
minutes of testimony are his prop- 
erty and not his client’s. Why, then, 
should any question arise as to the 
accountant’s working papers? The 
answer seems to lie in the fact that, 





in the course of an engagement, an 
accountant gathers together in his 
papers information of a most con- 
fidential nature and on a most im- 
portant subject, the financial worth 
and operations of his client. It is 
not strange, therefore, that with 
respect to the ownership of material 
containing such information a dif- 
ference of opinion should exist. The 
office of the Society has, on a number 
of occasions, received inquiries from 
members or their attorneys on this 
very question. 

Fortunately, however, if disputes 
as to ownership of accountants’ 
working papers, have been numer- 
ous, they have been settled out of 
court, for, as has been indicated, 
there is a paucity of law on the 
subject. 

The first case, and the one which 
today is still the only authority in 
this country on the subject, is that 
of Ipswich Mills v. William Dillon et 
al.,) decided by the Supreme Court 
of Massachusetts on July 5, 1927. 

The plaintiff, in that case, was a 
manufacturer of hosiery; the de- 
fendants, father and son, were cer- 
tified public accountants. They had 
been engaged annually to examine 
the plaintiff's books and to certify 
to a statement of condition required 
by law to be filed annually with the 
state. In addition, they were en- 
gaged to aid in the preparation of 
federal and state income tax returns 
and from time to time were consult- 
ed on other matters such as prob- 
lems of cost accounting, the issuance 
of securities and the preparation of 
statements for banks. 

In the late fall of 1920, a revenue 
agent made an examination of the 


Presented at the April 8, 1940 meeting of The New York State Society of Certified Public 


Accountants. 


(1) 260 Mass. 453, 157 N.E. 604, 53 A.L.R. 792. 
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plaintiff's income and excess profits 
tax returns for the years 1916 to 
1919, inclusive. His report con- 
tained a recommendation of ad- 
ditional assessments aggregating 
$334,000.00 for the four years, which 
amount was later reduced by the 
Bureau to $111,000.00 because of 
plaintiff's application for relief under 
the so-called equalization provi- 
sions of the 1918 Act. 

The defendants were requested 
by the plaintiff to study the revenue 
agent’s report. In July, 1922, the 
defendants completed their report 
with respect to this examination. 
Some time thereafter the younger 
defendant urged upon the plaintiff’s 
treasurer his belief that by contest- 
ing the revenue agent’s findings and 
by appropriate application, the 
plaintiff might secure a refund of 
between $100,000.00 and $150,000.00 
in addition to eliminating the pend- 
ing $111,000.00 assessment. It was 
agreed that the defendants should 
proceed with this matter and that 
they would be compensated fairly 
for their services. That the defend- 
ants did their work well is attested 
by the fact that upon a reexamina- 
tion of the plaintiff's records, the 
revenue agent, in a subsequent re- 
port, recommended that the addi- 
tional assessment of $111,000.00 be 
wiped out and that refunds aggre- 
gating approximately $200,000.00 be 
made. Such refunds plus interest of 
approximately $100,000.00 were ulti- 
mately received by the plaintiff. 

Early in December, 1925, the de- 
fendants raised certain questions 
with the plaintiff’s treasurer in con- 
nection with the annual audit for 
the year ended October 31, 1925. 
This led to an interview between the 
younger defendant and the plaintiff’s 
treasurer at which, after some words, 
the latter ordered the former from 
his office. On the same day, the 
auditing committee of the stock- 
holders selected another firm of ac- 
countants for the current year. 


Shortly thereafter, the defendants 
rendered a bill for their services in 
the aforementioned tax matter; this 
bill was not paid. 

Subsequently, during the begin- 
ning of 1926, the revenue agent who 
had made the previous audit called 
upon the plaintiff to examine its 
federal income and excess profits 
tax returns for the years 1922, 1923 
and 1924. The plaintiff sent him to 
the defendants to examine their 
working papers relative to the re- 
valuation of plant assets. The de- 
fendants refused the revenue agent 
access to these papers and wrote 
to the plaintiff's treasurer, stating 
that they would accept further en- 
gagements only upon condition that 
they might be the sole accountants 
and auditors for the plaintiff, as 
formerly, and that their bills for 
prior services were paid. The plain- 
tiff’s treasurer replied that there was 
no intention to reengaging the de- 
fendants.and made formal demand 
for the immediate return of all 
papers in the defendants’ possession 
which belonged to the plaintiff. The 
defendants declined and suit was 
brought to compel the delivery of 
such papers. 

At the trial the papers involved 
were divided into six groups. The 
first, which comprised papers origi- 
nating in the plaintiff’s office, or in 
the office of its selling agents or of 
someone associated with them, were 
conceded by the defendants to be- 
long to the plaintiff. This was ob- 
viously so, since apparently the de- 
fendants had obtained custody of 
them for purposes of review but had 
otherwise nothing to do with them. 

The second to fifth groups, inclu- 
sive, contained copies of federal in- 
come tax returns, worksheets, and 
correspondence relative thereto, and 
worksheets relating to the revalua- 
tion of plaintiff's plant assets and 
the July, 1922, report. These the 
trial judge ruled were the absolute 
property of the plaintiff, saying that 
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the information contained therein 
was confidential and that the de- 
fendants’ interest therein, if any, 
was “solely for the purpose of de- 
fending the integrity of their work 
and goes no farther than suitable 
protection against the destruction or 
alteration of such papers and not to 
a superior right to the possession 
thereof.” The defendants were held 
entitled to make such photostatic 
copies as they desired. 

The sixth group contained papers, 
reports, returns, worksheets, corre- 
spondence and memoranda relating 
to the tax case. With respect to 
these the trial judge held that the 
defendants acted as attorneys as 
well as accountants—as experts in 
federal tax matters —and that the 
plaintiff and defendants had a joint 
interest therein. He ruled that they 
be returned to the defendants sub- 
ject to the plaintiff's right to copy 
them or borrow them at any time. 

The decision of the trial court met 
with great disfavor in the profession. 
An appeal was taken to the Supreme 
Court of Massachusetts in connec- 
tion with which counsel for the 
American Institute of Accountants 
submitted a brief as amicus curiae. 

The decision of the Supreme Court 
was a complete reversal of the lower 
court’s. It held that all of the papers 
in question were the property of the 
defendants, predicating this conclu- 
sion upon the fact that the defend- 
ants had not been agents or servants 
of the plaintiff—in which case the 
plaintiff would have been clearly en- 
titled to prevail—but had been in- 
dependent contractors. 

Dealing first with copies of tax 
returns, which had been furnished 
to the plaintiff and with copies of 
schedules annexed, and letters relat- 
ing thereto, the Court said: 


“They [the defendants] had the 
right to make and retain copies 
of the tax return. It might be nec- 
essary to have possession of the 
copies if the accuracy of their 


work was questioned. There was 
nothing in the contract of employ- 
ment which required the defend- 
ants to surrender this copy and in 
the absence of such an agreement 
they could not be compelled to 
surrender it.” 


Even if the defendants could be en- 
joined from the publication of the 
contents of these papers, a matter 
not before the court, the defendants’ 
title to them was clear. 

The Court went on to deal speci- 
fically with the various types of 
documents, holding that the defend- 
ants were the owners of 
(1) Carbon copies of letters from 

defendants to the plaintiff ; 

(2) Original letters from the plain- 
tiff and the plaintiff’s attorneys 
to the defendants ; 

(3) Carbon copies of letters from 
the defendants to the Collector 
of Internal Revenue; and 


(4) Defendants’ working papers. 


With respect to the working 
papers, the Court said: 

“The worksheets, as defined by 
the trial Judge were the defend- 
ants’ property. They were made 
by them while engaged in their 
own business. The paper on which 
the computations were made be- 
longed to them. They were not 
employed to make these sheets. 
The sheets were merely the means 
by which the work for which the 
defendants were employed might 
be accomplished. The title to the 
worksheets remained in the de- 
fendants after the computations 
were made. In the absence of an 
agreement that these sheets were 
to belong to the plaintiff or were 
to be held for it, they were owned 
by the defendants. It may be that 
these papers contained informa- 
tion confidential in its nature and 
of importance to the plaintiff ; but 
the defendants did not receive this 


463 








The New York Certified Public Accountant 


information as the plaintiff’s ser- 
vants.* * * The interest of the 
plaintiff in the information col- 
lected and copied by the defend- 
ants and the confidential nature of 
this information do not give title 
to the plaintiff of the defendants’ 
working papers. They were made 
by the defendants solely for their 
own assistance in preparing the 
tax returns.” 


The only other case dealing with 
this question is that of Sockockinsky Vv. 
Bright, Grahame & Co., decided by the 
Mayor’s and City of London Court 
on November 2, 1938. The plaintiff, 
who was a small manufacturer of 
gowns, acknowledged that he un- 
derstood nothing whatsoever of 
bookkeeping. His books were very 
incomplete consisting of “a sort of 
general outgoings book, a takings 
book and a wages book.” There was 
nothing that even remotely re- 
sembled a general ledger. He em- 
ployed the defendants, a firm of 
chartered accountants, primarily to 
prepare his income tax returns at 
the curious fee of a half-guinea per 
month. The defendants acted in this 
capacity between 1934 and 1936 and 
prepared a profit and loss statement 
and a balance sheet for the period 
from April, 1935, to March, 1936, 
from the books of original entry. 
3ecause of the incompleteness of the 
records they were unable to certify 
to the correctness of their last set of 
accounts and as a_ consequence 
thereof, the Inland Revenue Authori- 
ties decided to reopen the plaintiff’s 
returns for the previous six years. 
Early in 1937 the plaintiff engaged 
another accountant to handle his tax 
matters. As the new accountant 
found the records inadequate, the 
defendants were requested to turn 
over to the plaintiff all of their work- 
ing papers in connection with the 
preparation of income tax returns 
and the correspondence between 
them and the Inland Revenue De- 


partment. The evidence disclosed 
that the defendants had offered the 
plaintiff facilities for copying their 
papers and correspondence and that 
the offer was declined. The action 
became, therefore, a test case as to 
the right of accountants to retain 
working papers and correspondence 
in connection with the rendering of 
professional services. Judgment was 
for the defendants. 

In his opinion the trial judge re- 
ferred to the plaintiff’s lack of knowl- 
edge of accounts and the fact that 
full authority was given to the de- 
fendants to do as they saw fit in con- 
nection with the engagement. No 
control was exercised over them; 
they did not act as agents for the 
plaintiff but as independent con- 
tractors. The doctrine of the Ipswich 
case was followed and the plaintiff 
was denied the right to compel the 
defendants to turn over any of their 
working papers or correspondence. 


The decisions in these cases, are 
to my mind, sound. They proceed 
upon the theory that the public ac- 
countant is an independent con- 
tractor and not an agent or employee 
of the client, a holding which is 
substantiated both by reason and by 
fact. The public accountant is en- 
gaged in a profession; he accepts 
engagements the scope of which may 
be limited or defined by his client; 
but thereafter he, exercises his own 
skill and judgment and is not sub- 
ject to the direction or control of the 
clients. Whence the appellation 
“independent” so often affixed before 
our calling. 


It follows, accordingly, that the 
accountant’s workpapers should be 
his own property. He contracts to 
furnish the client a financial report or 
tax return but not the means by 
which such report or return is pre- 
pared. The public accountant may, 
if he has performed his services neg- 
ligently, be answerable either to his 
client or to third parties for his 
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Ownership of Accountants’ Working Papers 


shortcomings. It is vital, therefore, 
that he be permitted to retain copies 
of reports and returns prepared by 
him and the working papers in sup- 
port thereof, so as to be in a position 
to protect himself in the event of 
any subsequent criticism of the 
quality of his work. 

If this be so, however, what about 
the client’s interest in the confiden- 
tial data contained in these docu- 
ments which the accountant so 
strenuously argues are his own? Is 
the law to afford the accountant its 
protection to the detriment of the 
client? Have we here an irreconcil- 
able difference of interest? I think 
not. It has been held in numerous 
cases that the recipient of a letter has 
complete title thereto for all purposes 
except publication. The sender has, by 
reason of authorship, a right to re- 
strain the unauthorized disclosure 
of the contents—a right often re- 
ferred to as a common law copy- 
right. This rule, it is true, cannot be 
applied to working papers because 
the authorship, so to speak, is the 
accountant’s and not the client’s. 
But it is an equally well settled prin- 
ciple of law, that courts of equity 
will restrain a person from making 
disclosure of secrets communicated 
to him in the course of confidential 
employment, regardless of the char- 
acter of the secrets, so long as they 
are important to the employer. 
Surely, the information obtained in 
the course of an accounting engage- 
ment is of such confidential nature 
as to bring the publication or dis- 
closure of the contents thereof with- 
in this rule and for this reason the 
client denied the ownership of the 
accountant’s working papers should 
be legally protected against the un- 
authorized disclosure of their con- 
tents. Such right, moreover, should 
be inferrable from the contract be- 
tween client and accountant, sketchy 





and mute though such understand- 
ing may be. The Court, in the 
Ipswich case, alluded to this point, 
but did not pass on it. 

Turning, now, from judicial de- 
cision to statutory enactment, we 
find that only three states, Florida 
New Hampshire and Virginia, have 
enacted laws with respect to owner- 
ship of working papers. Such 
statutes provide, in substance, that 
all statements, records, schedules 
and memoranda made by an ac- 
countant or his employees, incident 
to or in the course of professional 
service to clients, except reports sub- 
mitted to the client, shall be and re- 
main the property of the account- 
ant, in the absence of a written 
agreement to the contrary. No cases 
have arisen under these statutes. 


Assuming, then, that the account- 
ant is the absolute owner of his files 
with respect to professional engage- 
ments, is he free in all respects to 
dispose of them? In the Matter of the 
Estate of William H. Dennis,®) decided 
in 1936, Surrogate Delehanty an- 
swered this question in the negative. 
The testator, a certified public ac- 
countant, had been practicing as a 
single proprietor for many years 
prior to his death in 1933. By his 
will he made a bequest to his secre- 
tary of “all my office files and rec- 
ords.”” The executrix and the legatee 
disagreed as to the custody and ulti- 
mate ownership of the decedent’s 
working papers, and in a proceeding 
to settle the final accounting, a con- 
struction of the clause providing for 
such bequest was sought. The fol- 
lowing quotation is from the Sur- 
rogate’s opinion, which was not ap- 
pealed, and which, therefore, repre- 
sents the law on this subject in this 
county: 

“Deceased was an accountant 
by profession. In his office files no 


(2) Virginia Code, 1930, Sec. 572(a); Florida General Laws, 1927, Sec. 3935(18); New 


Hampshire, Public Laws, 1937, Sec. 13. 
(3) N. Y. Law Journal, Feb. 15, 1936, p. 827. 
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doubt are papers which represent 
work done by him for clients and 
such papers contain no doubt in- 
formation given to deceased in 
confidence. In respect of such 
working papers and data of a con- 
fidential nature it is the duty and 
obligation of the executrix to re- 
turn to the clients of deceased 
such copies of papers or other data 
as they furnished to deceased, or 
if that cannot be done to destroy 
such papers. The executrix should 
likewise destroy the worksheets 
of deceased relating to such con- 
fidential work. Before taking the 
irrevocable step of destruction of 
any record, the executrix must as- 
sure herself that there is no basis 
for claims against the estate which 
would require the preservation of 
the papers for the protection of the 
estate. In so far as the office files 
and records are non-confidential 
they will pass under this provision 
of the will.” 


This case should be of great in- 
terest to all accountants practicing 
without partners. So long as it re- 
mains the law, an accountant cannot 
will his working papers to a chosen 
successor. The latter to acquire 
them, must first establish a profes- 
sional relationship with a former 
client of the deceased accountant 
and through him ultimately attain 
the working papers at such time as 
the executor feels free, and sees fit, 
to turn them over to the client. 

There is one other aspect of this 


subject to which brief reference is 
made, in closing. I have been asked 
on a number of occasions how long 
an accountant should retain his 
working papers. If the working pap- 
ers are to be retained as a protection 
against possible suit, they should 
outlive the statutes of limitation 
with respect to actions which may be 
brought against the accountant. In 
New York the statute of limitations 
with respect to negligence actions is 
three years; with respect to actions 
arising out of contracts not under 
seal, or for fraud, six years; and for 
various actions in equity, ten years. 
No definite answer can be given and 
practice among accounting firms 
differs widely. A categorical an- 
swer would seem to be “Not less 
than six years and perhaps at least 
ten. 

Accountants, accustomed to see- 
ing the total debits equal the total 
credits, and seeking exactitude in all 
their efforts may often become im- 
patient with the seeming inexacti- 
tude of the law. The two cases and 
the statutes to which I have alluded 
are in accord that the accountant is 
the owner of his working papers. 
Whether the New York courts, if 
ever called upon to consider this 
question, will follow these prece- 
dents cannot definitely be said — 
though, in principle, they should. 
Perhaps, when the more pressing 
problems of accounting legislation 
have been disposed of, the Legisla- 
ture may give us a definite answer 
to our question. 
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Prevailing Practices in Connection with Destruc- 
tion of Clients’ Books of Account and 
Accountants’ Working Papers 


HI following question was recently submitted by a member of the 

Society to the Committee on Accountants’ Office Procedure for their 
independent and individual consideration. Inasmuch as the problem of 
destruction of clients’ working papers is a pertinent one, we are publishing 
in full the Committee’s statements in reply to the three situations outlined 
in the question. 


QUESTION 


What do you consider the best practice with respect to the destruction 

of clients’ books of account and accountants’ working papers: 

(1) Where the business of the client has been either terminated, liqui- 
dated, or dissolved, and the books of account were left with the 
accountants during the period of liquidation, or after the termina- 
tion of the business’? Of course, it is understood that the accountants 
have retained all of their working papers. 

(2) Where the business of the client continues in active operation, and 
the accountants continue to service the account, accountants’ work- 
ing papers having accumulated over a long period of time? 

(3) Where the professional relationship between the client and the 
accountants has been terminated and there is no likelihood that 
such relationship will be resumed? 


Statements by Members of the Committee on 
Accountants’ Office Procedure 


A. (1) The books of account of the business (which was terminated, liqui- 
dated or dissolved) should be returned to the treasurer or officer 
from whom the books were received and let him dispose of them 
as he may desire. 

(2) Working papers should not be destroyed as long as the accountant 
continues his practice. 

(3) Question 3 is covered by the answer to question 2. Occasionally 
working papers are requested by lawyers or others for information 
or assistance long after professional relationships have been dis- 
continued between the accountant and his client. 


B. (1) Where the business of the client has been terminated, liquidated, or 
dissolved, and the books of account were left with the accountants 
during the period of liquidation, or after the termination of the 
business, it should not be necessary to retain these records longer 
than five years. It is, of course, understood that the working papers 
would be retained even after the disposition of the books. 

Where the business of the client continues actively and the account- 
ants continue to service the account, their working papers should be 
retained for a period of ten years. 


467 


—~ 
bo 








(3) 
c 
D. (1) 
(2) 
(3) 
E. 





The New York Certified Public Accountant 


Where the accountants no longer serve the client and there is no 
likelihood that such relationship will be resumed, the retention of 
working papers should not be necessary for a period longer than 
five years. 


The books of account, in the hands of the auditor, for a client whose 
business has been terminated, liquidated, or dissolved, should be 
turned over to one of the former officers of the Corporation. The 
working papers in all three cases listed should be preserved for 
many years. 


Return the books to the client or his representative. 
The accountant should always retain his working papers. 


The same as expressed in (2). The accountant’s working papers 
should be retained indefinitely. 


No hard or fast rules have been established in this office in the 
determination of which working papers, reports, tax returns, ete. 
are to be destroyed and which are to be retained. Our files are 
segregated as to working papers, tax returns, reports, correspond- 
ence and special files. For the purpose of considering the destruction 
of files, they are classified between those relating to clients and those 
relating to ex-clients. In the category of ex-clients are included 
concerns which have discontinued business. 


The general rule is to retain all working papers for the last five 
years; all tax returns for the last ten years; all reports; and all 
correspondence files for the last ten years; and to destroy all other 
working papers, reports, tax returns. 

Periodically the executive in charge of a particular engagement 
reviews the accumulated files for that engagement. Based upon 
such careful review of the files, the executive makes the determina- 
tion of the files to be destroyed. Although the general rule is borne 
in mind, the executive may decide to retain files for a longer period 
depending upon the particular engagement and the possible need 
for the files in the future. 


In many cases, particularly in respect to stockbrokers, files of veri- 
fication replies are destroyed only after the client approves of their 
destruction. In the cases where the client does not approve, the 
verification replies are forwarded to the client for future safe- 
keeping purposes. 

Clients’ books are not kept at our office for any length of time. If, in 
a particular situation, clients’ books do come into our possession, we 
always make it a practice of returning the books to the proper parties 
after they have served our purpose. 
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Moral and Ethical Phases of Accountants’ 
Responsibility 


By Cuartes L. 


HE prestige attached to the 

designation “Certified Public Ac- 
countant” is based upon work initi- 
ated some fifty years ago with the in- 
corporation on September 20, 1887 of 
the American Association of Public 
Accountants. The certificate of in- 
corporation provided: 

“The particular business and ob- 
ject of such society is to associate 
into a society or guild for their 
mutual benefit and advantage the 
best and most capable public ac- 
countants in the United States, 
and through such association to 
elevate the profession of public ac- 
countants as a whole, and to pro- 
mote the efficiency and usefulness 
of the members cf such society, by 
compelling the observance of strict 
rules of conduct as a condition of 
membership and by establishing 
a high standard of professional at- 
tainments through general educa- 
tion and knowledge and other- 
wise.” 


Thus in 1887 in this country we 
had the earliest recognized group of 
public accountants calling for strict 
observance by members to certain 
rules of conduct. 

Rules of conduct need not neces- 
sarily be reduced to writing, because 
members by reason of their profes- 
sional education, know what consti- 
tutes good behavior. However, some 
professions adopt a written set of 
rules which is added to from time to 
time as the necessity arises. Other 
professions adopt certain specific 
rules dealing with matters of prin- 
ciple, leaving equally important rules 


unwritten. Such rules of conduct 


Presented at the April 8, 1940 meeting 
Public Accountants. 


Hucues, C.P.A. 


constitute a Code of Ethics, and 
ethics is defined as “the science of 
morals, the science of human duty, 
or the basic principles of right ac- 
tion”. Ethics may be said to be a 
state of mind rather than a matter of 
literal definition. This state of mind 
may be termed “ethical sense”. If 
everyone engaged in a profession 
possessed this ethical sense, written 
codes of ethics would not be re- 
quired. Such codes, however, are 
considered necessary to guide the 
young and inexperienced, as well as 
to restrain those who lack that ethi- 
cal sense or who are inclined to dis- 
regard its obligations. 

If these codes are necessary for the 
guidance of members of a learned 
group, what modes of conduct will 
be acceptable and how are we to de- 
termine those to be chosen? We 
know that a mode of conduct to be 
acceptable must contribute to the 
general welfare, and at the same 
time be a credit to the group which 
sponsors it. 

If one is interested in the funda- 
mental problems of human conduct, 
a hint as to the answer of this prob- 
lem may be found in a treatise pre- 
sented in 1785 by Immanuel Kant, 
the philosopher. Kant considered 
that the subjective principle or 
maxim of action should conform to 
a universal law, and held that “there 
is therefore but one unqualified com- 
mand”, namely this: “Act only as if 
the maxim of thy action or conduct, 
to be acceptable, were to become by 
thy will a universal law of nature.” 


To arrive at a conclusion, there- 
fore, that will determine what line of 


of The New York State Society of Certified 
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conduct should be followed or re- 
jected, it is first necessary to deter- 
mine what one’s conduct would be if 
applied universally to all matters of 
a like nature. The body of these con- 
clusions when grouped together in a 
workable form then become the basis 
for rules of professional conduct. 

Let us suppose that we apply 
Kant’s maxim to the rules of pro- 
fessional conduct as set forth by this 
Society. \What would be the effect 
of one’s conduct if it were univer- 
sally applied in the following in- 
stances? 

Shall we permit the use of our 
name in connection with any state- 
ment which we know or, acting in 
our professional capacity, should 
know contains a material mis-state- 
ment of fact or omits a material fact, 
the omission of which would make 
the statement misleading? 

Shall we divulge information con- 
cerning a client’s financial affairs, or 
furnish a third party with any in- 
formation with respect thereto with- 
out the consent of the client? 

Shall we certify to accounts or 
statements which have not been veri- 
fied entirely under the supervision 
of ourselves or another person rep- 
resenting us? 

Shall we allow any person to prac- 
tice as representing us who is not in 
partnership with us, or in our em- 
ploy, or who is not a practicing pub- 
lic accountant in good standing? 

Shall we directly or indirectly pay, 
allow, or agree to pay or allow to the 
laity a commission, brokerage or 
other participation in fees or profits 
of our professional work? Shall we 
accept directly or indirectly from the 
laity any commission, brokerage or 
other participation for professional 
or commercial business referred to 
others as an incident to the services 
to clients, except it be for the bene- 
fit of such clients, and be credited or 
paid over to them? 

Shall we engage in any other busi- 
ness or occupation conjointly with 


that of our professional practice in 
such a manner to be incompatible or 
inconsistent therewith? 

Shall we take part in any effort to 
secure the enactment or amendment 
of any State or Federal law or of any 
regulation of any governmental or 
civic body, affecting the practice of 
the profession, without giving im- 
mediate notice thereof to the secre- 
tary of this society, who shall at 
once advise the board of directors? 

Shall we knowingly solicit the 
clients of another certified public 
accountant of the State of New 
York? 

Shall we directly or indirectly offer 
employment to an employee of a fel- 
low member without first informing 
said member of our intent? 

Shall we advertise in a manner 
detrimental to the dignity or other 
interests of the profession? 

Shall we publish our professional 
attainments or service through the 
mails or in the public prints? 

To answer in the affirmative on 
any of these questions is accorded to 
be unethical. This is true, for were 
we to make this type of conduct a 
universal practice the result would 
be disastrous. 

Mr. Victor H. Stempf, in an ad- 
dress printed in the April 1940 
Journal of Accountancy said: 

“T believe the first tenet of pro- 
fessional conduct requires that we 
be just and generous to our fel- 
lows ; implying a tolerant and judi- 
cial attitude which imposes an ob- 
ligation to be honorably helpful to 
our fellows in distress.” 


The term “profession” implies a 
personal relationship, and it may be 
said there are at least three charac- 
teristics that every profession should 
have. These are: 

1. The rendering of a service. 

2. A certain psychological unity 
on the part of at least a consid- 
erable group of those who ren- 
der it. 
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3. The recognition by them of 
certain ethical principles that 
should govern their conduct. 

A profession is defined briefly as 
an occupation that involves a liberal 
education, and mental rather than 
manual labor. Not all individuals 
that render service, even though it 
be of an expert nature, may lay claim 
toa professional status. A profession 
is distinguished by reason of its pub- 
lic usefulness and public worth. 
Theology is concerned with spiritual 
welfare, medicine with the physical 
and mental health of the public, the 
law with the rights of individuals 
and accountancy with accuracy and 
integrity in commerce and finance. 
A professional certificate given to a 
certified public accountant is prima 
facie evidence of truth and reliability, 
and is so recognized in a court of 
law. As long as a profession keeps 
in the forefront the obligations it 
owes to Society, and enforces these 
obligations on its members by pre- 
cept, example and discipline, so long 
will it remain a profession. 

The rules of professional conduct 
as adopted by this Society corre- 
spond in substance with similar 
standards accepted by other state 
societies and the American Institute 
of Accountants. An attempt to de- 
termine which rules are most fre- 
quently broken is made difficult for 
the reason that reports on violations 
have not been made with any degree 
of consistency. However, the rec- 
ords reviewed do show that over a 
period of years the rules most fre- 
quently violated have been those 
pertaining to (1) the issuance of mis- 
leading statements, (2) the allow- 
ance of commissions, (3) solicitation 
of clients of others, and (4) adver- 
tising in a manner detrimental to 
the interests of the profession. 
Material Mis-statement of Fact 

(Rule No. 1) 


The accountant is confronted with 
ethical problems when differences of 


opinion develop between the client 
and himself over the weakness of the 
client’s financial structure or some 
part thereof. The facts may be sus- 
ceptible to various interpretations 
and the accounting treatment of 
them may bea matter of opinion. The 
accountant should remain open to 
conviction by sound reasoning, and 
not allow his judgment to be dic- 
tated to by the financial weight or 
authority of the client. An error of 
judgment may later result in damage 
not only to himself but to the credit 
grantor, the investor, and the pro- 
fession of which he is a member. 


Payment or Allowance of Commis- 
sions (Rule No. 4+) 


[ believe my fellow accountants 
will agree with me that the clients 
of certified public accountants 
should, and do as a rule, receive 
full value in services for the amount 
paid. For the accountant to be 
obligated to remit part of his fee 
has a tendency to lower the quality 
of work performed. To have a com- 
mission arrangement with vendors 
of office supplies, credit funds or the 
like, is to submit his client to the 
danger of advice which is materially 
biased. There is an unfairness in 
such a relationship. 


Soliciting the Clients of Other 
Accountants (Rule No. 7) 
Professional services vary with 
the natural ability and training of 
the professional individual  con- 
cerned; it is impossible to establish 
standards to be used as a basis of 
selecting professional services from 
solicitors’ statements or from adver- 
tisements. Let the client base his 
selection on the character, the repu- 
tation, and the recommendation of 
those acquainted with the account- 
ant and his work. Then, if after an 
engagement the results do not meet 
the client’s expectations, there is 
less damage done to the accountant 
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and to the accounting profession 
because of loss of the esteem of the 
client. 


Advertising (Rule No. 9) 


The opening sentence of this rule 
states that “No member shall adver- 
tise in a manner detrimental to the 
dignity or other interest of the pro- 
fession”’. 

If advertising helps the business 
man to sell his commodities, why 
should not the accountant adver- 
tise his special qualifications that 
he may sell his services? Is it be- 
cause other professional men are 
forbidden to advertise, and that rules 
of ethical conduct for one profes- 
sional group must of necessity be 
applicable to other groups? No; 
the explanation seems to be that 
business men sell commodities, and 
members of a profession offer only 
mental ability, knowledge and ad- 
vice. With commodities a buyer 
may examine, or he may ask and 
secure guarantees. The client of the 
professional man has only the in- 
tegrity of the man with whom he 
deals. The business man may con- 
tinue to advertise his goods, but no 
justification can be found for this 
advertising by the professional ac- 
countant. Aside from the ethics in- 
volved, it is inconceivable that self- 
laudatory advertisements can pro- 
duce any beneficial results to the 
advertiser. The results of such ad- 
vertising are bound to be not only 
unfavorable to the particular adver- 
tiser, but in time disastrous to the 
profession. 

Another subject deserving of treat- 
ment herein is that of competitive 
bidding, which has come before us 
many times. The fact that the pro- 
fession suffers from this condition 
is evident from the following list of 
state societies which have amended 
their rules of professional conduct 
to prohibit or to condemn such 
bidding: 


Arizona 

Colorado 

District of Columbia 
Louisiana 

North Carolina 
Connecticut 
Virginia 

Illinois 

On April 11, 1938, The American 
Institute of Accountants resolved 
that any member who offered a com- 
petitive bid in any state where the 
body of certified public accountants 
had adopted rules forbidding it 
would be considered guilty of an 
act discreditable to the profession, 
and subject to discipline under the 
by-laws. 

On December 22, 1939, the New 
Jersey State Board of Public Ac- 
countants adopted the following 
resolution : 

“WHEREAS, the New Jersey State 
Board of Public Accountants con- 
siders competitive bidding for en- 
gagements to render professional 
accounting services, as unsound and 
not in the best interests of either the 
public or the accountancy practi- 
tioner, 

“Now, THEREFORE, BE IT AND IT 
IS HEREBY RESOLVED: that the ac- 
countancy practitioner should not 
minimize to clients the value of pro- 
fessional accounting services, by 
quoting fees which are not commen- 
surate with a high quality of per- 
formance, and that the professional 
practitioner in stating the probable 
cost of his services, should bear in 
mind the responsibility imposed upon 
him in undertaking any accounting 
engagement, including the work 
necessary to be performed by him- 
self and his assistants who must be 
competent and must be adequately 
compensated for their services, in 
obtaining the results upon which he 
expresses his professional opinion.” 


The absurdity of bidding for pro- 
fessional work is readily demon- 
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strated by the degree of difference 
between the highest and the lowest 
of bids. There is no exactitude pos- 
sible in the determination of time 
involved. Estimates ranging from 
$800 to $8,700 or from $1,250 to 
$25,000 in answer to specific re- 
quests indicate a degrading of the 
profession, and can only result in 
a low quality of service performed. 

It has been said by a comptroller 
of one of our large corporations 
that: “The acceptance of a com- 
pany’s published figures is an in- 
herent business risk and must be 
considered as such. Auditors can 
and do exert a powerful influence 
for the protection of this risk.” He 
thinks they should do more—but if 
$800 is paid for a report that should 
bring $8,700, does the accountant 
accept the risk?—is the client re- 
lieved ?—has he succeeded in selling 
his company, or has he brought his 
company down to the cheapness of 
the successful bidder? 

The Journal of Accountancy re- 
lates the story of a corporation 
which, after having been served 
seventeen years by one accounting 
firm, sent requests for bids to four 
national and four local accounting 
firms, all of whose principles were 
members of the American Institute. 
The results were a quotation of per 
diem rates only from two national 
and three state firms. One national 
and one state firm failed to reply, 
and one national firm replied that 
it did not quote flat rates, with the 
result that the old accounting firm 
continued to do the work. This is 


an excellent example of ethical 


progress in the practice of account- 
ancy. 

The recent refusal of auditors to 
respond with bids for a certain mu- 
nicipal engagement in New York 
State shows that accountants have 
accepted the challenge. In the face 
of resulting comment and criticism, 
they maintain their position that 
flat price, competitive bidding is ab- 
horrent to the sense of professional 
decency, and destructive in its ef- 
fect. However, the march of events 
is serving to educate both the ac- 
countant and the client. Prospective 
clients are beginning to understand 
that competitive bidding limits the 
quality of service rendered, and 
cheapens the client’s reputation in 
the eyes of the credit grantor and 
the investor. 

In conclusion, let me point out 
that much has been accomplished 
since the start of the profession 
some fifty years ago with respect 
to the establishment of rules of pro- 
fessional conduct. The leaders of 
the profession have always taken a 
firm stand for strict observance of 
ethical obligations. That this ob- 
jective has been achieved, in part 
at least, is evidenced by the accept- 
ance of a code as high as that of 
any of the older professions. These 
high ideals have been so inculcated 
in the every day life of the certified 
public accountant that today there 
exists a sentiment so strongly in 
favor of ethical procedure that open 
defiance of the Code may result in 
grave loss of prestige—if not in the 
loss of professional status to the 
offender. 
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A Study of Accountants’ Partnerships 


(Report of the Syracuse Chapter Committee on Professional Practice) 


Hie Committee on Professional 

Practice made a tabulation from 
the year books for 1934 and 1938 
of the New York State Society of 
Certified Public Accountants to dis- 
close the number of members of 
the Society who practiced public 
accounting under a partnership form 
of organization, the number of such 
partnerships, and changes in such 
partnerships or members’ connec- 
tions during the period intervening 
between these two lists of member- 
ship as would be apparent from the 


partnerships which appeared in the 
1934 list and in the 1938 list without 
apparent change. There were 41 
partnerships listed in 1934 which 
were also listed in 1938 but with 
certain changes in partnership name. 
There were 132 partnerships listed 
in 1934 but not listed in 1938 and 
apparently dissolved. There were 
177 partnerships listed in 1938 not 
appearing in 1934, apparently new 
partnerships organized since 1934, 

As to individuals who were mem- 
bers of the New York State Society 





of Certified Public Accountants the 
tabulation discloses: 


information there given. 
We found that there were 380 
Number of Members 


Year Book Year Book 

Members practicing as partners 1934 1938 
Listed as a partner in the same named partnership 

ee ne err err 622 622 
Listed as a partner in 1934 but changed connection 

TN i cedar Lchta  ialgae ele tmp aA 164 

Member in 1934 and in 1938 new partnership con- 

NE 65 Se Gente een anne aa cons 118 

Admitted to membership and partnership after 1934 124 

Total members who are partners......... 786 864 

Members practicing as individuals, not in partnership. . 819 969 

Members employed by accounting firms............... 328 511 

Total members in public practice........ 1,933 2,344 

Members in private or governmental employ........... 94 298 

ON TEs 55 oes a ccxertadgesawet 2,027 2,642 


(Tabulation does not include associate members. ) 





This committee has not attempted 
to compare in this study the advan- 
tages or disadvantages of practicing 
under a partnership form of organi- 
zation as compared with practicing 
as an individual principal. It seems 
obvious to the committee that any 
informed person recognizes the im- 
portance in the profession of the 


partnership organization of account- 
ants. The foregoing tabulation in- 
dicates the constant changes in or- 
ganizations of membership of the 
profession. The nature of public 
accounting work of itself seems to 
favor the organization of account- 
ants into partnerships. The form of 
organization of partnerships, or the 
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A Study of Accoun 


individualities of accountants, or 
other forces, tend to disintegrate the 
bonds of partnership in a rather 
large proportion of cases. The in- 
terest of this committee has been in 
what procedures have been effective 
in welding together the interests of 
individuals in a partnership and of 
corollary importance determining 
causes underlying fractures of the 
weld. 

In pursuit of this interest there 
was referred to the attention of the 
committee by the Librarian of the 
American Institute of Accountants 
a specimen partnership agreement 
published during the nineteen twen- 
ties by the American Institute of 
Accountants, and an interrogation 
and answers on a particular ques- 
tion of an accounting partnership 
as published on page 314 of the Oc- 
tober 1930 issue of the Journal of 
Accountancy. Material given in the 
decisions of two Board of Tax Ap- 
peal cases has received our attention 
with regard to clauses in those part- 
nership agreements. The cases are 
Sir William Plender, 2 B.T.A. 940 
and Boston Safe Deposit & Trust 
Company, 30 B.T.A. 679. 

The purpose of this report is to 
add to the material available on this 
subject to the profession the ex- 
pressions of practicing public ac- 
countants sent to the committee in 
answer to the following circular 
mailed to approximately two hun- 
dred and fifty accountants in public 
practice. The mailing list was largely 
selected from the membership direc- 
tory of the New York State Society 
of Certified Public Accountants. 

April 18, 1939. 
To Members of the 

Accounting Profession: 

Partnerships are an accepted form of 
organization for the practice of account- 
ing. Our Chapter committee on Profes- 
sional Practice is undertaking a study of 
some features of accounting partnerships. 
This study will proceed from such infor- 
mation as the members of the profession 
make available to us. 
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If you are a member of a partnership, 
you will have information on details of 
the partnership agreement or organization 
policy which have been effective in your 
continuing to reach adjustment of indi- 
vidual interests during changing condi- 
tions. We will appreciate your sending 
any information of this kind to us. All 
names, including signatures, may be omit- 
ted from replies. 

If you are a member of a partnership 
which has been dissolved for causes other 
than the death of one of the partners, will 
you write us such information as you may 
consider of value to this study and give 
as your opinion the causes underlying the 
dissolution. We seek information with re- 
gard to the particular features of a part- 
nership agreement or organization policy 
which were found to be impractical in the 
particular circumstances. We are not con- 
cerned with the identity of the partnership. 


Undoubtedly partnerships have been dis- 
solved because of what might be described 
as incompatibility between personalities. 
In such a study as we are making, no 
attempt will be made to evaluate the 
strictly personal. Therefore, it is with re- 
gard to the more impersonal features of 
the organization to which you attribute the 
dissolution that we seek your opinion. Our 
study is directed toward those conditions 
which have been found to be danger points 
in partnership organization. 

Data from the experience of members in 
the profession should furnish answers to 
such questions as— What requirements 
must be met in the formation of a partner- 
ship for a successful accounting practice? 
Are there any generally recognized stand- 
ards by which allocation of profits and 
losses to individual partners can reason- 
ably be specified in the agreement giving 
consideration to varying abilities and re- 
sponsibilities, such as technical skill and 
experience, contacts for work, etc.? If 
there is a “Goodwill” value of a practice, 
how may it be evaluated on the formation 
of a partnership or on the retirement of a 
partner? 

It is the hope of this committee, that 
the replies to this request may form the 
basis of a report which can be referred to 
the Publication Committee of the Society. 
We believe that such a report of findings 
from experience of actual organizations 
will serve to strengthen the profession by 
making the vehicle through which we 
work more effective for all members en- 
gaged in professional practice under a 
partnership plan. 


wn 








The New 


We will appreciate any assistance which 
you can give us. 
Very truly yours, 
Syracuse Chapter Committee on 
Professional Practice 

Forrest E. Ferguson 
Raymond F. Murphy 
Howard V. Swartz, Chairman 


As answers we received eighteen 
letters from accountants recounting 
partnership procedures within their 
experience in some detail. As to the 
experience represented in the replies 
we are of the opinion that an un- 
usually large proportion are from 
individuals who have attained posi- 
tions of high standing and respon- 
sibility in the New York State So- 
ciety of Certified Public Account- 
ants. The partnerships from which 
they draw the material given vary 
in size from partnerships of two 
principals up through the partner- 
ships of national recognition for the 
size of the organization. Although 
the number of replies is not too great 
to be reproduced in full, the commit- 
tee has felt that to protect the con- 
fidences which the writers placed in 
us we would draw quotations from 
these letters grouped under the sev- 
eral subdivisions of the subject given 
later in this report. By care we have 
attempted to preserve the thought of 
the original writers of the letters, 
although we recognize the danger of 
quoting excerpts removed from the 
context of the letters. If the reader 
will keep constantly in his mind’s 
eve the recognition that the material 
is drawn from widely varying con- 
ditions, he can interpret for himself 
the differences in these conditions 
which are an explanation of appar- 
ently opposing points of view. 

Such value as this report may have 
would seem to lie in the additional 
data which has been submitted to 
the committee on a subject of im- 
portance to members of the profes- 
sion on which there seems to be only 
limited material generally available. 


York Certified Public Accountant 


From the study we draw only two 
conclusions. 

1. The combination of the condi- 
tions and forces surrounding a par- 
ticular partnership are in important 
ways individual to that partnership, 
changes are constantly occurring in 
the make-up of these particular con- 
ditions and forces. The strength of 
any particular partnership lies in its 
being practically adaptable to its 
present conditions and to the changes 
of the future in those conditions. 
Standardization of — partnership 
agreements or organizations for all 
accounting partnerships would be 
clearly futile to propose. If at- 
tempted, such standardization would 
have no appreciable standardizing 
effects on the conditions under w hich 
different partnerships must operate. 
The end to be sought is an aware- 
ness of the particular conditions of 
a particular partnership and an alert- 
ness to recognize changes in these 
conditions and sufficient flexibility 
to adapt the partnership to these 
changes. 

“I think that a report from the com- 
mittee giving suggestions as to partner- 
ship plans and methods which have been 
found practicable or impracticable under 
certain conditions may be very useful. On 
the other hand, I think that any general 
statement with the intimation that any 
particular plan or method should be fol- 
lowed in all cases may be inapplicable and 
therefore misleading in so many particular 
situations as to do as much harm as good.” 


2. The one common character- 
istic of all partnerships seems to be 
the confidence each partner has in 
the integrity and ability of his part- 
ner or partners. 

“#* * * succeeding partnerships as well as 
my present partnership and the preceding 
one were founded upon the acceptance of 
confidence each in the other or others.” 
“There must exist amongst the part- 
ners * * * a faith in the honesty and sin- 
cerity of purpose of the others, coupled 
with the belief that everyone is actuated 
in everything he does with a devotion to 
what is to the best interest and for the ad- 
vancement of the partnership good, as 
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A Study of Accountants’ Partnerships 


and distinct from individual bene- 


separate 
fits and glory.’ 


“Noting that many firms composed of 
former relative strangers are entirely har- 
monious and successtul over the course of 
many years, we come to the conclusion 
that the first essential for success in this 
direction lies in the absence of undue sel- 
fishness, average business-producing abil- 
ity and a commanding personality of each 
oi the partners. To have this, partners 
should be selected with the same care that 
is exercised at the admission of members 
to a family circle.’ 

“Confidence between partners seems to 
me to be the basic consideration.* * * All 
partnerships are known in law as contracts 
uberrima fides (of the utmost good faith) 
and in my opinion there is no class of 
partnerships to which this principle should 
be more religiously observed than in ac- 
counting partnerships. * * * The concept 
which makes this possible is the agree- 
ment between certain individuals who 
work for a stated period toward a common 
end with a definite understanding as to 
the responsibilities, rights and privileges 
of each party.” 

From this point forward in this 
report we present the material sub- 
mitted to us as it may represent 
contrasting procedures or convic- 
tions and as it may depict the dif- 
ferent conditions encountered by 
different partnerships. 
Agreement by Partners— 

\Whether oral or written. 
counsel on preparation. 

“It has happened that in only one of my 
partnerships did we draw any detailed 
form of an agreement and that was done 
at the insistence of the senior partner in 
that firm.” 


Legal 


“This partnership was formed by the 
original principal and certain individuals, 
who had been connected with the business, 
as employees, for many years. * * * We 
have no specific written partnership agree- 
ment. As matters of importance arise, they 
are settled in conference. To quite a de- 
gree. such settlement forms a basis or 
establishes a precedent for the future. 
Such precedent, over a period of time, 
really tends to develop a working agree- 
ment.” 





“The partnership was operated under a 
written agreement between the partners, 
which agreement was drawn after consul- 
tation with the attornev for the partner- 


4 


ship, but not by the attorney. Provisions 
were reviewed by the attorney.” 

“T have known of cases of partnerships 
with one dominate partner and lesser part- 
ners where there was no written partner- 
ship agreement and other cases where a 
written agreement was used. In both in- 
stances the professional partnerships were 
successful.” 


“TI think there are some procedures which 
may be followed generally in preparing 
partnership agreements; for example, I 
believe that review should be made of ac- 
countancy statutes to make certain that 
the partnership agreement complies with 
them and I think that the partnership 
should have legal advice, at least to the 
extent of having the partnership agreement 
reviewed and approved by a competent 
lawyer before it is signed. It is probably 
advisable for partnerships to have written 
partnership agreement in all cases.” 


“Keep away from lawyers, write out 
how you want to divide profits and losses 
and trust to your versatility to change it 
satisfactorily whenever any partner thinks 
it should be changed.” 

As to previous status of partners— 

“Tt should perhaps be mentioned that all 
partners of this and previous firms have 
risen from beginning junior accountants 
to membership in the firm and that none 
had real personal connections except those 
acquired during the performance of their 
work.” 

“Roughly speaking, our partnership rep- 
resents, originally the business of one man 
to which was added one of the active 
seniors some years ago, then more re- 
cently was again increased by merging 
the business of an independent practi- 
tioner.” 


“Some adjustments are necessary, be- 
cause of many differences, such as the ages 
of the partners, the years of practical ex- 
perience, the social and educational back- 
ground, professional ability and contacts 
which bring professional engagements to 
the firm.” 


“Tt seems to me, however, that sooner 
or later a man who is in practice for him- 
self must recognize the advisability, if not 
the necessity, of admitting to partnership 
certain men whom he respects as essential 
to the successful and profitable conduct of 
his practice. Your letter speaks of ‘several 
young men on his staff’. It has always 
seemed to me inadvisable to admit more 
than one or two, or possibly three men to 
partnership in a practice of moderate 
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The New 


size.* * * ] know of one firm here in Bos- 
ton which, some years ago, adopted the 
policy of taking in every key man on the 
staff as a partner, with the result that they 
had five or six partners conducting a very 
modest practice. The plan failed to work. 
Certain of the partners became dissatis- 
fied, rivalry developed among them; and 
in a relatively short time two or three of 
these partners had withdrawn and set up 
their own practices, with a very damaging 
effect upon the goodwill of the firm.” 
(From a reply to a question submitted to 
the American Institute of Accountants) 





“Obviously great care must be exercised 
in the selection of partners. They should 
have demonstrated their ability either 
through years of service on the staff and 
later in the capacity of supervising ac- 
countants or as principals, or, in the case 
of the absorption of outside practice 
through a period of years of successful 
practice on their own account.” 


Capital Investment 

“Tf this man decides upon the formation 
of a partnership, it seems to me that the 
first step would be to fix the amount of 
capital investment which is required to 
carry on the practice. The incoming part- 
ners might be required to assume, say, 
40% of the required capital, making pro 
rata investments of this amount. The 
present owner of the practice would then 
withdraw a corresponding amount from 
the capital of the firm.” (From a reply to 
a question submitted Fe the American 
Institute of Accountants) 

¥ Another feature of this partnership lay 
in the fact that there was no cash capital 
contributed at its beginning by either 
partner.* * * The capital of the partnership 
resulted from the accumulation of earnings 
undrawn. As I review the situation, my 
opinion is that a require ment for a definite 
capital investment in the partnership bv 
each partner should have been required, 
* ok *?? 


“Experience in two partnerships * * * 
leads me to believe that as nearly equal in- 
vestments as possible must be made by all 
partners.* * * JT believe that in each case 
the junior partner should have been an 
employee, until such time as he could 
make a_ substantial investment. The 
senior partner naturally considered the 
business as his own, and as a result, his 
word was final. More equal contributions 
on the part of the partners would have re- 
sulted in greater cooperation between them 
and probably both could have continued.” 


“Each partner contributed an amount of 





York Certified Public Accountant 


capital equal to his percentage of the firm’s 
profits.* * * Junior partners carry life in- 
surance on the life of the senior partner 
sufficient to pay out his capital, exclusive 
of goodwill.” 

“Capital requirements should be sub- 
scribed by the partners in proportion to 
their interest in the firm and as to incom- 
ing partners a reasonable time should be 
allowed for subscribing the quota of capi- 
tal, and a percentage of earnings should be 
left in the firm for that purpose.” 


Division of Income 


“The partners are allowed interest on 
their investment at the rate of 6%. The 
agreement fixes the salaries or the ‘draw- 
ing accounts of each partner, and, of 
course, fixes the ratio in which the profits 
or losses are to be shared.” 


“The partnership agreement is based 
upon the assumption that normal profits 
will be a certain minimum and this mini- 
mum determines the amount of drawing 
account or what might be described as 
preferred distribution of profits. and per- 
mits recognition of worth as measured by 
seniority under the assumption that length 
of service with the firm measures the 
amount of.business which might be at- 
tracted and held by the respective part- 
ners. All profits beyond such minimum 
are distributed equally. It is contemplated 
that from time to time during future 
years the basic drawing accounts will be 
changed to remove major part of differ- 
ences now existing * * *,” 

“Our partnership is based on a division 
of the expenses rather than on profits. 
There are two partners, each of whom has 
a fee account to which fees are credited as 
billed. There is a third fee account to 
which are credited billings which cannot 
be allocated to either individual partner. 
This account is closed out to the other 
two accounts on a 50-50 basis. The ex- 
penses are then allocated to each partner 
in the same proportion as each of the 
two fee accounts bears to the total fees. 
The arrangement has worked fairly well, 
but there are weaknesses in it as there 
probably are in any other partnership ar- 
rangement which might be designed.” 





“In my present partnership, the matter 
of organization and adjustments of vary- 
ing interest has been treated generally as 
follows: First, a basic salary has been pro- 
vided for each individual, which salary is 
measured by what the partnership would 
ordinarily have to pay to an employee for 
the rendition of similar service as rendered 


478 





b: 


q' 
e? 


ce 
di 
pe 
fil 


TU 


n¢ 
ec 


th 
fea 


ier 


l 
: 








A Study of Accountants’ Partnerships 


by the partner. The amount fixed as sal- 
ary to some degree represents what is re- 
quired by each individual for his living 
expenses and what previous salaries he 
earned before becoming a partner. The 
basic salaries are subject to modification 
by the unanimous consent of all partners 
at the annual meeting which is held for 
the purpose of adjusting all interests. 
Second, the distribution of partners’ shares 
in the remaining net profits is covered by 
an agreement which is subject to change 
similarly at the annual meeting by unani- 
mous consent. Annual changes may be 
made when the analysis of the income 
from engagements, which flowed into the 
firm during the past year, showed that 
there were attributable to the efforts of 
any individual a greater proportion of 
such engagements than the previous pro- 
portion had shown, due consideration, of 
course, is given in making a change, to the 
net earnings from the engagements. The 
above method of handling the varying in- 
terests permits adjustment of salaries, 
either up or down, if the type of work 
handled during the year by an individual 
warrants it, and takes care, by means of 
the changes in the percentages of the 
profits to be received, of a recognition of 
business brought in through individual 
efforts. At the annual meeting, all new 
clients are allocated to the particular indi- 
vidual who, it is agreed, is entitled to 
credit for having brought the particular 
matter to the firm. The agreement pro- 
vides that should any individual retire 
from the firm, or should the firm be dis- 
solved, then such clients as have been 
credited to him, may be taken by him and 
the firm will have no further interest in 
such accounts * * *,” 


“Each partner shares on a strictly per- 
centage basis, with a minimum weekly 
drawing account. The private bills of the 
partners are most generally paid from the 
firm funds. Of course, strict bookkeeping 
rules are observed.” 


“Firm profits are figured after setting 
aside bonuses for key employees.” 

“Another partnership of which I was 
not a member, but of which I have knowl- 
edge, was broken up because of excess 
drawings on the part of one partner. In 
this case, the working capital was so 
greatly impaired that salaries and other 
obligations could not be met.” 


“The percentage of each partner should 
remain fixed for at least one year; there 
should be no division of accounts to show 
the earnings of each partner or the en- 


gagements attributable to each partner. 
Such a determination is not feasible and 
merely leads to endless disputes. The 
basic factor is that everyone is working 
for the good of the firm.’ 


“Tt seems to me that a method of ap- 
portionment of profits that would be en- 
tirely feasible for a partnership of two 
individual partners with no assistants or 
for a relatively small partnership with a 
few assistants might be found entirely 
impracticable when the number of partners 
or the number of assistants increased to 
as many as 20 or 30. For the relatively 
small organization it might be quite ob- 
viously unfair to establish fixed drawing 
accounts and fixed percentages of profit 
sharing; on the other hand with a small 
organization the division of profits on the 
basis of actual earnings from personal 
services of individual partners might be 
fairly readily determinable and a distri- 
bution on that basis might be practicable 
and equitable. 

“On the other hand, in the large organi- 
zations the law of average has more op- 
portunity to function and establish draw- 
ing account and fixed percentages of 
profit-sharing are probably more equitable 
as well as more practicable. 

“Under similar conditions the partner- 
ships have had established drawing ac- 
counts with established percentages of 
profit-sharing for profits in excess of 
drawings and I have also known cases 
where the partners drew as it seemed 
necessary for them to have money, with 
no established maximum drawing account; 
this lack of an established maximum has 
made trouble but I have not known of 
any material difficulty in connection with 
drawing accounts in firms having one 
dominate partner where there was an 
established maximum for drawing ac- 
count. On the other hand, I have known 
instances of an established drawing ac- 
count and the variations in sharing of 
partnership profits being made by changes 
in drawing accounts (advantageous to the 
younger partners) initiated by the senior 
partners after profits for a year had been 
determined. 

“T know of no formula having been used 
by any medium-sized or large professional 
firm for determining the amounts of draw- 
ing account or percentages of profits to be 
allocated to each partner. Figures can be 
set down and are set down as to amounts 
of profit computed on work done or super- 
vised by each partner, estimates may be 
made of the value of the business getting 
ability of each of the partners and allow- 
ances may be made for the value of the 
service of each of the partners in super- 
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vising the general office work and in look- 
ing after general management of the firm 
* * * The only way that I know to 
establish such percentages is on the basis 
of general judgment of each partner and 
then conference and compromise until an 
agreement is reached.” 


Direction of Policy and Working Or- 
ganization and Rights of Partners 
“I think, if I understand his problem 

clearly, what he wants his associates to 

have is full participating partnership in- 
terest in the profits, but he wants to insure 
that he will retain full control of partner- 
ship policy and probably the ultimate dis- 
position of the partnership business. It 
is my belief that he can do this through a 
properly drawn up partnership agreement 
even though his interest in the partner- 
ship may be less than 50% after he has 
allocated percentages to those partners 
who are coming into the firm. In other 
words, his attorney will provide in the 
partnership agreement, that all matters of 
policy as well as the question as to the 
ultimate disposition or continuance of the 
business in the event partners withdraw, 
shall be wholly at his discretion, that is 
to say, on any matters where he himself 
feels that he wants to retain the final say 
the partnership agreement will see to it 
that he does so retain that control.” (From 
a reply to a question submitted to the 
American Institute of Accountants.) 


“There must exist amongst the partners 
* * * an exact definition and understand- 
ing of the duties or functions which each 
must perform in the partnership organiza- 
Hon: * = =,” 


“When it comes to business-producing 
ability, this may perhaps be fostered by 
each of the partners selecting a different 
kind of activity, let us say, one going in 
for golf, another for civic and political ac- 
tivities and a third operating in a scientific 
field * * *, Specializing in particular lines 
of industry or commerce is advantageous 
but usually is the result of an accident and 
not of definite planning, the average prac- 
titioners having to be satisfied with a gen- 
eral practice. On the other hand, in 
offices large enough there should be a 
diversification of activities among the part- 
ners, the one specializing in tax regula- 
tions, the other in preparation of tax re- 
turns, the third in special investigations 
and maybe the fourth supervising the 
staff.” 


“With regard to dissolution, my first 
partnership venture was dissolved in 1929, 


after having existed for 12 years, and, 
while in the later stages there may have 
existed a situation which you call ‘in- 
compatibility of personalities’ the cause of 
friction and the principal feature was the 
outside business activities of my partner in 
fields unrelated to accountancy practice, 
with the feeling that such outside business 
activities detracted from professional pres- 
tige. Such outside activities caused a di- 
versity of interest and that less time was 
devoted by this partner to partnership 
affairs than had been the case previously, 
while compensation and profits were being 
shared equally. 

“My second partnership venture was 
dissolved perhaps more to ‘incompatibility 
of personalities. The partnership existed 
for three years, but as time went on, it was 
found that between the partners (there 
were three) there was a wide difference in 
ideals and temperament. There was not 
a clear division of responsibilities and 
duties and no satisfactory agreement could 
be reached on this phase. One of the in- 
dividuals was inflexible and might be 
termed as selfish in his viewpoint. He 
did not wish to visualize that a partner- 
ship, to be successful, must be based on a 
liberal and broad minded attitude and a 
‘give and take’ policy. In this partner- 
ship, the individuals had been in practice 
for a number of years prior to its forma- 
tion, and the varying interests had tenta- 
tively been fixed at the time of formation. 
Subsequently, it was found that the orig- 
inal tentative proportions of profit-sharing 
were not equitable, but the unyielding 
attitude of those who had received an 
initial advantage prevented later change to 
a more equitable arrangement.” 


Article 5—“The management and con- 
trol of all business of the partnership shall 
be under the direction of the goodwill 
partners sitting as a managing board 
* * * One of the goodwill partners 
shall be chosen by the board as a business 
manager who shall be the general manager 
of the business subject to the orders of 
the managing board.” (From specimen 
partnership agreement published by the 
American Institute of Accountants.) 


“In our own case: 

(a) No partner should commit the part- 
nership to any liability exceeding a 
nominal amount, except upon ap- 
proval of all. 

(b) Any partner may accept an en- 
gagement within the limits of his 
ability and the generally under- 
stood capabilities of the partnership. 

(c) Any partner has the right to retire 
from the partnership any time, after 
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reasonable notice. Should any part- 
ner retire, the balance in that part- 
ner’s Capital account, at the ex- 
piration date, represents his interest 
in the partnership and is payable at 
that time.” 


Etiecting changes in Agreements 

(See 2 B.T.A. 940 where the agreement 
provided that the partnership commence 
October 1, 1911 and continue to October 
1, 1918.) 

“Our partnership agreement was drawn 
up to continue for a period of one year 
unless earlier dissolved as provided for in 
the agreement, and automatically renews 
itself year after year unless contrary ac- 
tion is taken.” 


“They settle immediate problems and 
as they should be for short periods, fre- 


quent revisions satisfy changing condi- 
tions.” 

“Partnership agreement can be can- 
celled upon six months notice by any 


partner.” 


Withdrawal of a Partner 


“In case of the withdrawal by a partner 
from the firm, notice of not less than 
three calendar months is required, at the 
expiration of which time an accounting is 
made to the retiring partner * * *,” 


“A partner should be permitted to with- 
draw at any time but there should be a 
restriction on his going into practice as 
an accountant in competition with his 
firm for a period of years.” 


“Dissolution of the partnership shall 
not be worked by the death, incapacity 
or retirement of any of the partners so 
long as there shall remain any goodwill 
partners qualified as such under the terms of 
these articles ***, Any goodwill partner may 
voluntarily retire from the partnership 
*** with the unanimous consent of all 
the members of the managing board. If 
he can not reach a decision with the 
managing board, he may retire from the 
firm in the manner and upon the condi- 
tions following to wit: he shall notify 
the managing board in writing of his 
desire and intention to retire. At the 
expiration of sixty days thereafter he 
shall cease to be a member of the partner- 
ship and his interest in the capital, good- 
will and profits of the partnership shall 
then be determined and made payable 
* * *” (From the specimen agreement 
published by the American Institute of 
Accountants. ) 


“Some fifteen years ago a new partner- 
ship agreement was signed with a good 
accountant, let us say, on July 15th. The 
agreement provided that the new partner, 
a very young man, in view of his modest 
success in enlarging work on present cases 
and to spur him on to greater personal 
effort by giving him something to fall 
back on for a practice of his own in later 
years, was to have, upon dissolution of 
the partnership, cases (mostly monthly 
assignments at fixed fees) aggregating 
some $6,000 a year besides the extra work 
on the: se cases which was frequent during 
the 1920’s. The partnership was termin- 
able at the end of any quarter by giving 
at least thirty days’ notice. This new 
partner exercised this privilege a few days 
after signing this partnership agreement 
and thus had a flying start in his own 
practice; needless to say, the present firm 
made his retention of the assigned clients 
assured but that he did not entirely re- 
ciprocate. We have often wondered what 
any firm could do to prevent a recurrence 
of this experience and have found no 
remedy.” 


Valuation of Practice 

Under this subdivision there are 
two separate and distinct matters 
treated. The first has to do with the 
basis of valuation of uncompleted 
engagements. The second has to do 
with what is often spoken of as the 
“soodwill value of a practice” 


1. Basis of valuation of uncompleted 
engagements 


“A troublesome question in case of dis- 
solution or death has been the disposition 
of work in process at the date of disso- 
lution or death. This is not so difficult 
where the fee is based upon per diem 
rates which will be paid in full ultimately. 
Then the amount of the fee due to the 
basic date may readily be determined. 
However, should subsequently allowances 
have to be made, or should the fee depend 
upon a subsequent allowance by a Court, 
or should the fee be agreed upon with 
the client for the entire engagement and 
it be only partly completed, then difficul- 
ties with regard to the disposition of the 
matter may arise. There are many sug- 
gested procedures for handling this class 
of items, but speaking from experience, 
probably the best way is to provide that 
such matters be decided by impartial arbi- 
trators. It is advisable that all agree- 
ments contain a clause to the effect that 
all matters of dispute be referred to the 
American Arbitration Association for 
arbitration.” 
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“In our firm, the family relationship of 
the partners makes feasible an arrange- 
ment for life and requires provisions only 
in respect to death of a partner. Our 
arrangement is that the deceased’s estate 
is to be paid a lump sum amount that we 
agree upon from time to time, with ad- 
justment for any inequality in drawings 
following the date as at which the lump 
sum is arrived at. No provision is made 
for goodwill, for the interest of any part- 
ner does not embrace goodwill. Besides, 
it is our view that if there be any good- 
will, it dies pro rata with the partner.” 


2. Basis of valuation of practice as 
considered from the aspect of 
“goodwill” 

On this point there seems to be an 
opinion held by some accountants 
that there is no such thing as a good- 
will value of a practice, others are 
equally convinced that there is such 
a goodwill value of a practice which 
should be recognized by accountants 
in their agreements with each other. 
Illustrative of these points of view 
are three interesting opinions which 
appear in the October 1930 issue of 
the Journal of Accountancy. <A 
question was submitted with regard 
to two partners who were dissolving 
their partnership. Income had been 
divided equally during the partner- 
ship. On dissolution it was found 
that one partner might naturally be 
expected to take care of a consider- 
ably larger part of the practice than 
the other partner. In the three 
answers given, one accountant saw 
no reason to make any adjustment 
between the partners because of a 
larger proportion of the practice go- 


ing to one than the other. Another 
accountant felt that in conference 


some method of adjustment might be 
reached although there was no par- 
ticular necessity why it should be. 
The third answer very definitely 
takes the position that adjustment 
for this value of practice should be 
made by the one taking the larger 
amount compensating the other as a 
proportion of the fees collected over 
a period of five years. 


“In making such an arrangement, he 
might feel that the incoming partners, in 
addition to investing an amount equiva- 
lent to a portion of the required capital, 
should pay him for the goodwill which 
he had created. 

“In the case of my own partners, at 
the time that they were admitted, they 
assumed the agreed upon share of the 
investment without any payment to me for 
goodwill. Our partnership agreement 
was drawn up to continue for a period 
of one year unless earlier dissolved as pro- 


vided for in the agreement, and auto- 
matically renews itself year after year 


unless contrary action is taken. The part- 
ners are allowed interest on their invest- 
ment at the rate of 6%. The agreement 
fixes the salaries or the drawing accounts 
of each partner, and, of course, fixes the 
ratio in which the profits or losses are to 
be shared. In case of the withdrawal by 
a partner from the firm, notice of not less 
than three calendar months is required, at 
the expiration of which time an account- 
ing is made to the retiring partner, he 
receiving settlement of the balance stand- 
ing to the credit of his capital and per- 
sonal accounts, but without any compensa- 
tion for goodwill. 


“Upon the death of a partner, drawing 
allowances are to be paid to his estate for 
a period of four months. Upon the death 
of the senior partner, in addition to the 
estate’s being paid the amount standing 
to his credit after an accounting has been 
made to the time of his death, his estate 
is to be paid as a compensation for his 
goodwill an amount equal to his total net 
profits, exclusive of drawing allowances, 
for the last three calendar years imme- 
diately preceding. In order that prompt 
settlements may be made with the estate 
of a deceased partner, partnership insur- 
ance is carried on the lives of the two 
partners with the heaviest interest in the 
practice, the surviving partners being the 
beneficiary under the policy, and _ the 
premiums being charged as a_ partner- 
ship expense. 

“It seems to me that the measure of 
goodwill at the death of a partner depends 
upon a great many factors and no rule of 
thumb can be applied to the case. The 
senior partner’s salary or drawing allow- 
ance may have been fixed purposely at a 
figure which would give him a substan- 
tially larger return from the practice dur- 
ing his lifetime. Likewise the percentage 
of profits divisible among the junior part- 
ners might be small compared with the 
senior partner’s own share:in the profits. 
In such cases the measure of goodwill 
might result in a smaller compensation 


. 
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for this item than if the reverse had been 
true. 

“To my mind, it seems to me that the 
set-up of any professional partnership 
should provide for final and immediate 
settlement with the estate of a deceased 
partner. In other words, it does not seem 
practicable to expect an estate to share in 
the profits of a professional practice sub- 
sequent to the death of a partner. I know 
of one or two cases where estates are con- 
tinuing to realize income from a practice, 
but such an arrangement does not seem 
sound to me. In any personal service or- 
ganization it may safely be assumed that 
the measure of personal service which a 
partner renders ceases at his death. It 
is true that the influence of his name, per- 
sonality and contacts gives the practice a 
momentum which should continue for 
some time, but the consideration for that 
should be the settlement provided for at 
the date of his death. After a reasonable 
time, the credit of the success of the part- 
nership, to a large degree, belongs to the 
surviving partners.” (From a reply to a 
question submitted to the American In- 
stitute of Accountants.) 


“For the purposes of valuation of good- 
will of the partnership shall * * * be deem- 
ed to be equal to one-half year’s pur- 
chase of the average net yearly profits of 
the partnership for the period which shall 
have elapsed from the commencement of 
this partnership * * *.” (2 B.T.A. 940) 


“It is contemplated * * * in the event 
of death that business becomes the prop- 
erty of the survivors upon the payment 
of the agreed drawing account to the 
estate of the deceased party for a period 
of time which is dependent upon the num- 
ber of vears transpired between date of 
formation of the partnership and date of 
the death.” 


“The subject of goodwill has been given 
consideration in all partnership agree- 
ments, as follows: In the event that one 
of the partners should die, the surviving 
partners are to carry on the business, and 
since they would then become the re- 
cipients of something of an intangible 
nature besides the fixtures and current 
assets, namely, the Goodwill, the sur- 
vivors should compensate the Estate there- 
fore. The method of determining the 
value of goodwill is simple. The annual 
average of the last three or five years of 
net fees collected represents the value of 


goodwill. The surviving partners are re- 
quired to pay the Estate for fixtures and 
cash within 60 days after decease, and 
thereafter on collections from accounts 
receivable within 30 day periods after col- 
lection. The payment for the goodwill 
value is made in monthly installments, 
commencing at a period of six months 
after death, and arranged to be paid 
within three or five years thereafter as 
may have been agreed. 

“In case of dissolution, the agreements 
provided that each of the partners were 
to take with them the clients which could 
be allocated to them as the partner hav- 
ing been instrumental in having brought 
such clients to the firm. In cases where 
such a determination could not be made, 
then the partner taking the particular ac- 
count would reimburse the partnership 
for the value thereof determined on the 
basis of one year’s average fee.” 


“* * * T strongly favor the perpetuation 
of a firm name and the determination of 
a goodwill valuation which would serve 
both as the basis of price to be paid for 
an interest by an incoming partner and 
to be allowed to a retiring or deceased 
partner. The effect to such an arrange- 
ment is to make all partners feel that 
they are working toward the common end 
of increasing the earnings and thereby the 
goodwill valuation of their interest. 


“The practice should be valued accord- 
ing to its earnings over a period of years. 
What period should be used would depend 
upon the circumstances, taking into ac- 
count such factors as stability, length of 
time in business, character of the clientele, 
etc. In large well-established practices it 
is not uncommon to use a formula of three 
times the average annual earnings. The 
period selected for this average may vary 
from five to ten years.” 


“Surviving partners must pay for good- 
will based on the average of three years 
most recent profits. Each partner has an 
interest in the goodwill, based upon his 
percentage of profits, to the extent the 
goodwill value has increased while he was 
a member of the firm. That is on the 
theory that all partners assist in creating 
goodwill.” 


“With reference to goodwill, in most of 
the cases which I have known the pro- 
fessional partnership upon admitting a 
young partner does not make any charge 
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to the new partner for a share of the 
goodwill. I know one senior partner of 
a professional firm who was consider- 
ably troubled about thirty years ago as a 
result of his being required to pay for his 
share of the firm’s goodwill when he was 
admitted to partnership and he is de- 
termined that no such charge will be made 
to any incoming partner in his firm. I 
know of another case where goodwill is 
considered to be the property of one mem- 


ber of the firm and where an agreement 
has been made based on the general judg- 
ment of the firm members as to the value 
of that goodwill. I have heard of an- 
other case where a formula was estab- 
lished for goodwill of the firm based on 
gross receipts from professional services 
for a given period. I am quite sure that 
this period was six months. I am also 
quite sure that the professional firm is 
successful.” 
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A Case Study of the Application of the Social Security 
Act and Various State Unemployment Acts 


to Accounting Records and Procedure 


By Frank J. Pexar, C.P.A., and At DEBREE 


A Novel Law Appears 


All of us are now quite well ac- 
quainted with the provisions of the 
Federal Social Security Act. Much 
new legislation has been enacted 
during the past seven years and the 
Social Security Act is by no means 
the least important or the least far- 
reaching. After the enactment in 
1935 of the Social Security Act, it 
took a few months for us to become 
fully conscious of the enormous re- 
sponsibility placed on the employer 
to fulfill his obligations under the 
At. 

There was first the Unemploy- 
ment features of this combined Act 
to carefully consider. In the early 
part of 1936 we found that only a 
fraction of the states began to pass 
legislation which was acceptable to 
the Federal Government to assure 
the states of Federal participation 
in establishing benefit systems for 
the unemployed. Meantime, multi- 
tudinous inquiries poured into the 
Federal Government and states ask- 
ing for definitions of terms, rulings 
on debatable questions, approval of 
procedure. Fortunately, the count- 
less rulings under the Workmen’s 
Compensation Acts in the many 
states could be relied upon in antici- 
pation of specific Unemployment 
Tax Act rulings. 

In 1937 the Federal Old Age Bene- 
fit provisions of the Social Security 
Act became effective. And imme- 
diately hundreds of additional ques- 
tions were presented to administra- 
tive bureaus for official decision. All 
of us are aware of the need for extra 
clerical assistance by the employer 


which this part of the Act occa- 
sioned. 

There would be no advantage at 
this time to incorporate, even if 
ever so briefly, the main objectives 
of either part of the law—the Social 
Security Act has been given great 
publicity—but we might recount 
some of the many requirements 
which the average employer was ex- 
pected to encompass in his already 
busy schedule so that full compli- 
ance with the law could be accredited 
him. 


Requirements 

It became necessary for the em- 
ployer to study carefully the em- 
ployer-employee relation so that he 
might avoid excessive Unemploy- 
ment tax payments. This called for 
a review of contracts with agents, 
brokers and representatives. An ex- 
cellent outcome was that more clear- 
cut contracts were drafted in the in- 
terest of employer and independent 
representative, and employer and 
employee. 

The provisions adopted by most 
states adhered closely to the major 
requirements under the Federal Un- 
employment Act. Some states wrote 
into their laws the privilege of the 
employing unit to collect from inde- 
pendent contractors not subject to 
tax on their employees, the tax paid 
by the employing unit for their inde- 
pendent contractors’ employees. So 
the term “voluntary election” took 
a definite significance and employers 
found it much less inconvenient to 
have independent contractors with 
whom they dealt voluntarily choose 
to become subject to state laws. 
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Another problem under the unem- 
ployment laws of the states was the 
avoidance of paying excessively on 
the earnings of employees who 
worked in more than one state. The 
rule was quite general when first 
promulgated by the states about the 
“base of operation” or “residence of 
employee” or the “major part of 
work done in a particular state”. 
However, the cautious employer felt 
nothing would be gained for himself, 
the employee, the State or Federal 
Government if tax was paid on more 
than the annual earnings of the em- 
ployee by reason of contributing to 
more than one state if any state 
contested this procedure and de- 
manded full contribution even when 
evidence was offered of proper con- 
tribution to a state accepted as en- 
titled to tax on that employee. We 
ourselves contributed tax only to the 
state in which the base of operation 
existed—and we now find this has 
been entirely correct, for most states 
under reciprocity arrangements will 
honor requests for benefits from un- 
employed persons who have proof 
that contributions have been made 
on their earnings in other states. 

We then encountered such ques- 
tions as payment of tax on bonuses 
and commissions earned. You will 
remember that before the last amend- 
ments to the Social Security Act it 
was necessary at the end of the year 
to estimate bonuses and commis- 
sions earned and pay tax on such 
estimates, making adjustments when 
correct amounts were ascertained 
later. It is by far the better plan 
the Federal Government has _ pre- 
sented of exacting tax on these earn- 
ings when paid. The amendments 
to the Social Security Act, under 
the definition of Wages, make it 
unnecessary to split a payroll at the 
end of a year to determine what has 
been earned—and thus a great deal 
of clerical work and inconvenience 
is spared all employers. 








Exemptions 

While dismissal wages play only 
a very minor part of the payroll’s 
problems under the Social Security 
Act, it has been interesting for us 
to follow rulings on these wages. 
For instance, in California and 
Georgia these are not taxable if the 
contract of hire does not provide for 
the payment of dismissal wages. 
New York, on the other hand, is 
among the few states which exempt 
dismissal wages from taxation with- 
out reservation. Beginning in 1940 
dismissal wages are exempt from 
Federal Unemployment and Old- 
Age Benefit taxation, and quite 
likely most of the states will eventu- 
ally enact the same ruling. 

The determination for tax pur- 
poses of reasonable cash value for 
lodgings and meals furnished em- 
ployees by employers has been quite 
clear since the Act became effective. 
Likewise, directors’ fees being tax- 
able only if the directors are em- 
ployees of the corporation which 
pays the fees, have been ruled on in 
the early stages of application of the 
Act. 

Payments of Workmen’s Compen- 
sation Act benefits, we all know, are 
not taxable under the Federal or 
State laws; nor are pensions or 
group life premiums paid by an em- 
ployer for employees’ benefit. Re- 
tirement, sickness or accident dis- 
ability, medical and hospitalization 
payments by an employer, are not 
taxable to employees under the Fed- 
eral Social Security Act and in most 
States and are deductible expenses by 
the employer. Lunch money, when 
not forming part of contract of 
hire and furnished free of charge 
by an employer, is not taxable as 
wages to the employee and is de- 
ductible by an employer for income 
tax purposes; the same is true of 
supper money. Vacation pay, on 
the other hand, is taxable both by 
Federal and State authorities, and 
is income taxable to the employee. 
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Profit sharing fund paid in shares 
of a company-employer is taxable 
as wages at the market value of 
stock when transferred. 

Step by step questions that arose 
demanded attention and compelled 
us to obtain rulings from the Federal 
and State authorities. The em- 
ployees at one of our plants have an 
Athletic Club. This was a “subject 
employer”, we learned, and it did 
not become exempt until the recent 
amendments to the Social Security 
Act were passed. In another in- 
stance, an organization had been 
formed to act as a protective patrol 
over the growth of timber. It was 
strictly a non-profit enterprise, yet 
after offering all evidence to sub- 
stantiate our claim, it was decided by 
the State authorities that the or- 
ganization was not exempt and we 
subsequently found that it was also 
subject to the Federal law. 


Excluded Services 


On the other hand, our company 
employed agricultural laborers for 
a period of time, whose work was in 
no form incidental to our major busi- 
ness, and their earnings were ex- 
cluded from our taxable payroll. In 
the course of application of the So- 
cial Security Act the Federal Gov- 
ernment has recognized the problem 
of defining agricultural labor and 
therefore simplified the classification 
for tax purpose :—if half, or more 
than half the working time is spent 
in exempt service, the entire time is 
considered non-taxable; if, however, 
half, or more than half the working 
time is spent in included service, 
the entire time is considered taxable 
(Section 1607 (d)IRC). 


Records 

We have all had our share of re- 
sponsibility obtaining social security 
numbers for employees, and making 
a permanent record of these numbers 
quickly available. In our plants 
a stencil furnishes the employee’s 


name, mill number assigned, and 
other pertinent payroll index, in- 
cluding, of course, the social securi- 
ty number. It is essential that the 
social security number of any em- 
ployee, permanent, temporary, part- 
time, or casual, be obtained at the 
time of employment. We have al- 
ready experienced the return of 
reports filed with the Federal and 
State authorities for a check on a 
few social security numbers and 
verification of employees’ names 
furnished on wage information re- 
turns. 

As it is required to keep a record 
of earnings of each employee and 
the tax withheld (both for State 
Unemployment purposes and_ for 
Federal Old-Age Benefit reports), 
our plants post regularly from our 
payroll records the necessary infor- 
mation to a separate record for each 
employee. This plan makes it quite 
convenient for inspection at any 
time by Government officials and 
precludes the possibility of exposing 
the record of other employees when 
only a particular employee’s record 
is involved. At the head office the 
payroll svstem is somewhat differ- 
ent and is explained elsewhere in 
this article. 

We take care that our records will 
be kept for a minimum of four years, 
in accordance with Article 307, of 
Federal Regulations 90. Naturally, 
the individual record of each em- 
ployee must be authenticated by the 
payroll records themselves. — Inci- 
dentally, our individual employee 
record shows hours per day and 
days per week worked to satisfy the 
Wage and Hour law requirements. 


Reports 

Beginning in 1940 the Amend- 
ments to the Social Security Act per- 
mit supplying a wage information 
and Federal Old-Age Benefit tax 
deduction report to employees as 
few times as once a year (not later 
than the last day of the second 
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month following the calendar year), 
with an additional similar report at 
termination of services during the 
year. This will reduce clerical work 
for the employer. There are deduc- 
tions for Unemployment benefits re- 
quired by some states from em- 
ployees’ earnings, however, and in- 
formation returns specifically for 
this purpose must be furnished at 
more frequent regular intervals. In 
such cases, these last mentioned re- 
ports could also include the Federal 
Old-Age Benefit employee deduc- 
tions. 

There are requirements in a num- 
ber of states of reporting to the State 
authorities when employees receive 
only partial employment in a week, 
or when their earnings are lower 
than would be the benefits paid by 
the State for total unemployment 
for the week. Further, separation 
notices must be filed in many states, 
offering the reason for separation. 
The employer cannot neglect these 
demands by the States, if for no 
other reason than to protect his ac- 
count for purposes of merit rating. 
The States are anxious to cooperate 
with the employer and when merit 
rating becomes generally effective, 
a record of the least possible charges 
to the employer’s account because of 
benefits paid to his past or partially 
employed employees will invariably 
arn a lower rate of contribution on 
the part of the employer. One par- 
ticular suggestion from our Legal 
Department is constantly carried in 
mind—to show on separation reports 
the correct reason for separation, 
attested to by fellow employees of 
the employee separated, in case of 
discharge, so that possibility of suit 
for libel may not be encouraged. 


Employees Age 65 Years 


Another consideration caused by 
the recent Amendments to the Social 
Security Act was the inclusion of 
wages paid employees Age 65 or over 
at January Ist, 1939 in the taxable 


payroll from the beginning of 1939, 
The employer’s tax and the em- 
ployee’s tax became due and payable 
at the end of the third quarter of 
1939, with the obligation on the part 
of the employer to collect from the 
employee the employee’s contribu- 
tions paid by the employer. This was 
worked out by us by spreading over 
a period of weeks the extra collec- 
tions it was necessary to make from 
the employee for the earnings from 
January 1, 1939 to the date of enact- 
ment of the Amendments in August, 
1939. 

A point to bear in mind on behalf 
of employees who had reached Age 
65 before the enactment of the Social 
Security Act was the requirement of 
their having been in “covered or tax- 
able employment” for at least six 
“quarters” from the time their wages 
became taxable to be eligible for 
“primary” insurance benefits payable 
monthly upon retirement. Thus an 
employee Age 65 on December 31, 
1936 is required to work through the 
year 1939 and until June 30th, 1940 so 
that a minimum of six quarters of his 
wages is taxable to qualify as a 
“fully insured person” for “primary 
monthly insurance benefits”. Where 
no company pension is in force, it is 
a commendable plan to make it pos- 
sible for these employees Age 65 
and over to continue in employment 
at least until there has been credited 
to their Social Security account a 
minimum of six quarters of ‘“cov- 
ered” employment: 


Successor in Interest 

There are a number of other sug- 
gestions we all have followed in the 
conduct of our relations with the 
Federal and State authorities. Under 
the Federal Act there is no provision 
for successor in interest—total num- 
ber of employees determines taxable 
status ; but under the State acts it is 
essential for an employer to be cer- 
tain that the predecessor’s liability 
for contributions has been paid. It is 
also desirable to file claim for the 
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same basis as the predecessor’s for 
merit rating if the predecessor’s 
record of contributions paid and 
benefits charged to his account has 
been good. 


Extension of Filing Date 

Recently, the State of California 
advanced the date for filing quarterly 
contribution and wage information 
return from the last day to the 22nd 
day of the month following the 
quarter. This would have worked a 
hardship on our company and we 
asked permission for permanent ex- 
tension of time to the last day of the 
month, without penalty or interest. 
California granted our request “for 
good cause”’. 


Quarterly Payments 

The employer’s contribution of 
Federal Old-Age Benefit tax is made 
quarterly, of course, and the Federal 
Unemployment tax, less credits ap- 
plied to the tax for contributions 
made the States up to 90% of the 
Federal tax as computed, is not pay- 
able until the following year, with 
additional permission granted to pay 
in quarterly installment. 


New Taxable Wage Base 

There should be a saving effected 
in contributions paid by the employer 
beginning in 1940 for Federal Unem- 
ployment purposes as the maximum 
base is $3,000 for each employee. A 
number of States have made provi- 
sion to collect tax only on the first 
$3,000 of each employee’s wages in 
line with the Federal Government, 
but in such instances where the 
States insist on contributions on the 
entire amount of payroll, the ex- 
pected saving by the employer can- 
not be possible. 


Further Obligations of Employers 
Of course, we bear in mind the 
priority of claims for payment of 
taxes by the Federal Government, 
and the necessity for making Unem- 
ployment contributions to the vari- 


ous states within the time they 
specify for the last quarter of a cal- 
endar year, usually January 3lst of 
the following year, in order to be 
entitled to 90% credit of the Federal 
Unemployment tax. 

We observe also that it is the 
responsibility of every employer to 
make deductions for Federal Old- 
Age Benefit purposes from the first 
$3,000 of wages paid each employee. 
If such employee has worked for an- 
other employer and tax has been de- 
ducted by more than one employer on 
this employee’s wages in excess of 
the first $3,000, the employee must 
seek refund for excessive taxes paid 
direct from the Federal Government. 

The Federal Old-Age Benefit em- 
ployer and employee tax is contin- 
ued at 1% on the first $3,000 of 
wages for the years 1940-1942, and 
according to present statutes, be- 
comes 2% for 1943-1945, 214% for 
1946-1948, and 3% for 1949 and 
thereafter. 

30th the Federal Unemployment 
tax and Federal Old-Age Benefit tax 
are deductible for income tax pur- 
poses by the employer; the Federal 
Old-Age Benefit tax paid by the 
employee is not a deductible item 
from his income. 


Passing Note 


We have enumerated most of the 
vital questions that concerned us re- 
garding the application of the Fed- 
eral Unemployment and _ Federal 
Old-Age Benefit taxes to our busi- 
ness. A number of less important 
questions exacted almost equal re- 
search in solution. Undoubtedly, 
hundreds of other companies had 
much difficulty in obtaining rulings 
on similar and diversified problems. 
As we have pointed out, we have 
purposely omitted any debatable 
questions. These points we have 
mentioned required clarification be- 
fore we could proceed in preparation 
of forms, in making entries on our 
books, and before reporting under 
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the Federal and State Acts, so that 
we might fully comply with the pro- 
visions of all statutes and best pro- 
tect our interests. 


Accounting Procedure 

The advent of the Federal Social 
Security Act in the United States 
created many problems for employ- 
ers in its administration during the 
initial stage. Much has been written 
during the first year or more of its 
life as to the payroll record require- 
ments, and no doubt, in many in- 
stances, unnecessary preparations 
had been made to greet the new- 
comer with elaborate forms when 
existing payroll records would have 
sufficed to meet the provisions of the 
Act. We recall that we were deluged 
with numerous forms sent to us by 
printing supply companies and other 
sources. But a study of our records 
indicated very little revision would 
be required. 


Local Administration 

3efore we introduce the forms in 
use, it might be well to state the 
extent of control exercised over pay- 
roll records. The head office and 
plant offices maintain their own de- 
tailed payroll data. Each is held 
responsible for the accuracy of wage 
details of its employees, as well as 
the preparation of wage _ reports. 
Experience has shown that where 
responsibility is placed on each 
separate unit to handle locally in- 
dustrial problems and the details of 
wage records of the employees, as 
opposed to an absolute centralized 
control, this local administration 
makes for efficient supervision and 
harmonious relationship. 


Forms 


We should like now to introduce 
the forms we use at our plants and 
head office, together with the various 
working sheets maintained for con- 
trol purposes. Forms for employee 
personnel data are omitted from con- 


sideration as this article relates only 
to wage control and payroll tax con- 
trol. These forms and_ working 
sheets were designed to give an 
accurate recording of payroll data 
to conform to the requirements of 
the Federal Social Security and 
State Unemployment laws. 

A further consideration is the item 
of reporting wages to the various 
State governmental bodies in the 
most expeditious manner. Of course 
the problems of an employer who 
operates in a single state only are 
considerably less than for an em- 
ployer who operates in_ several 
states. This article considers the 
category of a “multi-state” employ- 
er who is faced with different re- 
quirements of various states in cer- 
tain details. It may be said, how- 
ever, that the aim of most states is 
toward uniformity of requirements. 

The figures as submitted in this 
case-study do not, for obvious rea- 
sons, represent the actual condition 
of the company. They are purely 
hypothetical. The forms and work- 
ing sheets used by this company 
represent a development of its needs 
Adaptation by other companies may 
not be practical, especially by those 
companies which have a machine 
preparation method of payrolls. This 
company tried out a machine meth- 
od in one of its plants, but did not 
find it altogether advantageous. A 
careful study revealed certain factors 
peculiar to a particular locality, and 
in the interest of ‘speed, flexibility 
and economy, the machine method 
was discontinued. This article, 
therefore, discusses only our present 
method, without attempting to re- 
port favorably or unfavorably any 
machine methods now used by other 
employers. 


System 

The prime purpose of this presen- 
tation is to show some of the phases 
of the system relative to payroll data 
requirements from the standpoint 
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of recording and reporting wage in- 
formation based on the amendments 
to the Social Security Act which be- 
came effective January 1, 1940. 

We come now to the explanation 
of the system in use. Three main 
classifications of our payroll set-up 
are indicated for consideration, 
namely :—(A) Head Office Monthly 
Payroll, (B) Head Office Weekly 
Payroll, and (C) Plant Payroll 
(Weekly). 

A—Head Office Monthly Payroll 
Exhibit 1—Monthly Payroll Record by 
Departments (of employees) 
2—Monthly Payroll Record by 
States (of employees) 
3—Monthly Payroll—Summary 
by Months and Quarters (of 
the above) 
4—Monthly Payroll Summary 
—Analysis by States 
5—Monthly Payroll Depart- 
mental Distribution 
B—Head Office Weekly Payroll 
Exhibit 6—Weekly Payroll Record by 
Departments (of employees) 
7—Weekly Payroll Depart- 
mental Recapitulation 
8—Weekly Payroll Summary 
by Weeks, Months. and 
Quarters (of the above) 
9—Weekly Payroll Depart- 
mental Summary with Ac- 
crual 
10—Weekly Payroll Depart- 
mental Distribution 
C—Plant Payroll (Weekly) 

Exhibit 11—Plant Payroll—Week end- 
inge—(All Plants) 
Employees Earnings Rec- 
ord (All Plants) 
13—Plant Payroll Summary 

(Plant “A’, for illustration) 


pe 12 





Supplementary Exhibits to the above 
Exhibits 
Exhibit 14—Taxable Payroll Recapitu- 
lation by States 
* 15—Payroll Tax Work Sheet 
os 16—Quarterly Wage Reconcili- 
ation of Payroll Control 
with Taxable Wage List 
7. 17—Quarterly Recapitulation of 
Total Wages and Total 
Wages per Head Office 
Summaries, and Taxable 
Wage List per Federal 
Form SS-1b 
18—Statement of Taxable 
Earnings and Payroll Tax 
Deductions 
Exhibits 1, 2, 6, 7, 16, and 18, 
relating to the monthly and weekly 
payrolls at the Head Office are re- 
corded by the Treasurer’s Depart- 
ment. 


Exhibits 11, 12, 16, and 18, relating 
to Plant Payrolls are the responsi- 
bility of the plants. 


The other exhibits mentioned are 
prepared by the Tax Department, 
which are preparatory to the sala- 
ries-accrued and payroll tax-journal 
entries. 


(Note)—The exhibits, except for 
reproduction of printed forms, rep- 
resent columnar work sheets. 


(——|I_) The use of “broken” 
lines in the exhibits is to represent 
omission, to save space, of similar 
or additional entries. 
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[Exhibit 1] 


This record lists the employees by 
departments who are paid by the 
month from the head office. It is the 
record of original entry from which 
payroll checks are prepared. 

The item “Plants” is of general 
descriptive nature only, the details 
of which represent the record of em- 
ployees of plants located in various 
parts of the country. These em- 
ployees are listed under the captions 
of Administrative Expense accounts 
and Plant Cost Center accounts not 
individually shown on the Exhibit. 

The purpose of this record is to 
reflect the earnings of each employee, 
in columnar form, by months and the 
accumulated total for the quarter 
period. Alongside, in a separate ap- 
propriate column, we show the de- 
duction for the Federal Old-Age 
benefit tax. We find that by using a 
different colored ink for the payroll 
tax deduction (in our case, red) a 
better contrast is quickly apparent 
upon glancing at a page. Each col- 
umn is readily distinguishable. 

This monthly payroll record has 
been used for many years by this 
Company. The only changes re- 


quired to comply with requirements 
of Social Security laws were the 
columnar provisions for employee 
account number, base of operation 
(State) and Federal payroll tax de- 
duction. (For such states as exact 
employee unemployment insurance 
contributions a separate column for 
deductions could be provided). 

The listing of employee’s names 
with the Social Security account 
numbers is done once a year, by 
typewriter, in January. Monthly en- 
try of salary amounts are written in. 

Subsequent quarters are on sepa- 
rate sheets of short-leaf size (basic 
data omitted, i.e., account number, 
name, and base of operations origin- 
ally shown on first quarter sheet). 
These sheets are placed in a shift- 
lock two-post binder. 

It will be observed that the quar- 
terly totals of employees’ earnings 
furnish the necessary data for pre- 
paring quarterly wage Federal and 
State information returns. (Earn- 
ings up to $3,000 are reportable and 
taxable. For states that do not have 
the limitation of $3,000, the entire 
-arnings are reportable and taxable). 
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Case Study of Application of Social Secu 


rity Act and State Unemployment Acts 


EXHIBIT 3 
Monthly Payroll—Summary by Months—1940 


Federal Exempt 


over $3,000; Employee 
Number of Total Hrs. Amount Dismissal ; FOAB Tax 
Month Employees worked paid Pensions deducted 
ANGRG ice n ovis uae! Syaarecr | romeeer $25,000 $ 2,100 $229 
Pebnuainys 2c agccccesee) cacecer 1) Momsen 25,000 5,100 199 
MARE occa cchieAiclisle ake. daemevererd 25,000 6,700 183 
‘Total for (Quarters. css deskcs i mse 75,000 13,900 611 


(/talics) indicate red figures 


This work sheet summarizes the 
monthly totals of Exhibit 1 for total 
salaries and employee Old-Age bene- 
fit tax deduction, and of Exhibit 2 
for Federal exempt items. 

It will be noted that the difference 
between the total amount of salaries 
and the total exempt salaries repre- 
sents the taxable payroll. Applying 
the prevailing rate of 1% to the tax- 
able payroll, the resulting figure 
should correspond to the deduction 
made for employee share of the tax. 
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In this illustration these figures are 
in agreement, but in actual practice 
there is a slight variation because of 
fractional parts of a cent of the tax 
which are disregarded if less than 
one-half cent and increased to one 
cent if one-half cent or more. Of 
course, in our case the collection 
from the employees is remitted to 
the Federal Government in full as 
collected as the variation is inconse- 
quential. 
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Case Study of Application of Social Security Act and State Unemployment Acts 


EXHIBIT 9 
Weekly Payroll Departmental Summary With Accrual—1940 
JANUARY FEBRUARY MARCH 
Paid Accrual Paid Accrual Paid Accrual 
General Bxpense= ....stascccc adic. 208 17 208 17 260 34 
Accounting Det. ~o36.ccxccaccs 276 Pa 276 2s 345 46 
Treasuters Dept ....c..kiaesn 300 25 180 15 225 40 
Other W665 5c heccw os.c6 ores 2,816 235 2,816 200 3,520 470 
MDOUALY - stecilevs wares ene ao nes 3,600 300 3,480 290 4,350 590 
(Italics) indicate red figures—credit. 
This work sheet shows the ac- fore, an accrual column is provided 


to show such accrual. To ascertain 
the amount of accrual for each indi- 
cated expense acount, we take one- 
twelfth of the “Paid” amounts. For 


cumulated totals (horizontal) of the 
weekly totals of salaries (Exhibit 7) 
by departmental expense accounts 
for the month, as shown by the 


“Paid column. 

Since the months do not have the 
same number of weeks, we consider 
the quarter periods on a 13-week 


practical reasons we omit the cents 
in the accrual. For the final month 
in a quarter, the aggregate of the 
accruals for the first two months is 





applied (shown in red) to the five- 
week payroll payments. 


basis. In order to equalize the 
months of a quarter period, each 
month is ona 4% week basis. There- 


EXHIBIT 10 | 

Weekly Payroll Departmental Distribution—1940—(includes accrual) | 
TOTAL 

January February March 1st Quar. April | 

General Expensé: <..5cc6.006:¢s0% 25 225 226 676 ; 
Accounting Dents, cicaccicesce ce 299 299 299 897 
(PReasnxer SPIER. as. cca nie eexsts des 195 185 705 
ier TM kaise cn cdcnsssccaves 3,051 3,051 3,050 9,152 | 
WE oes 3,900 3,770 3,760 11,430 | 


From the data shown in Exhibit 9 
we recapitulate by department the 
sum of the “Paid” and “Accrual” 
column to arrive at the amounts 


shown in this exhibit. The resulting 
figures are preparatory to the salary- 
journal entry. 
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The New York Certified Public Accountant Ca 
EXHIBIT 13 
Plant “A”—Payroll Summary—by Weeks, Months and Quarters - 
January to June 1940 
Employee 5 
Number of Total Hours Amount FOAB Tax ar 
Week Ending Employees Worked Paid Deducted 13 
Jamiary 6... .; $ 6,425 $ 64.30 sh 
January 13)......2 7,450 74.75 , 
January 20.....: 7,750 77.68 us 
January 27 63... 7,675 76.05 ta: 
(it | ee $29 300 $293.38 Ww] 
cena et eer 2 ba 
February 3 
Total for Ouarter....ccic oss. 90,030 900.45 
otal tor Ouarters s...6:35 és. 
( ltalics) indicates red figures. lit 
to 
This work sheet summarizes the Old-Age benefit tax deduction (Sep- Ww 
weekly plant payroll totals of Exhibit arate work sheet for each plant). 
11 for total wages and employee Sa 
EXHIBIT 14 ch 
sn 
Taxable Payroll Recapitulation by States de 
(Paid Calendar Week Basis)—1940 pl. 
1940 New York Illinois California Georgia Total lo 
January Ute ccr retern is $ 12,900 $ 4,500 $ 500 $ 6,000 $ 23,900 
NN elon torerciton oc 3,570 3,570 
Bis siaracie a 29,300 6,700 2,400 54,200 92,600 
“Or 1 LER ee erry eee aN $ 45,770 $11,200 $2,900 $ 60,200 $120,070 
February Gis asia tales tare $ 9,900 $ 4,500 $ 500 $ 6,000 $ 20,909 
AN, ee a ee 3,480 3,480 
BOssnocaeexae 27,200 6,500 2,400 54,000 90,100 
MUMMUD cacao Snlatscts $ 40,580 $11,000 $2,900 $ 60,000 $114,480 
March M0. 25 \scaleewlea’s $ 9,300 $ 4,500 $ 500 $ 6,000 $ 20,300 
VARs us nbieecrete sev 4,350 4,350 
Tt. Sa are tae 33,530 7,200 2,600 58,700 102,030 
AGA iniciavienis’ooneseieee $ 47,180 $11,700 $3,100 $ 64,700 $126,680 
Quarter Ce ee $ 32,100 $13,500 $1,500 $18,000 $ 65,100 
Perec est os ark 11,400 11,400 
PUA sSias cote 8% 90,030 20,400 7,400 166,900 284,730 
(Oe gas Ce) $133,530 $33,900 $8,900 $184,900 $361,230 
(Italics) indicate red figures. 
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Case Study of Application of Social Security Act and State Unemployment Acts 


The object of this work sheet is to 
gather together the taxable payrolls 
applicable to each State. The 
amounts shown on this work sheet 
are derived from Exhibits 4, 8 and 
13 for Plant “A” with similar work 
sheets for other plants. 

The month’s totals as shown are 
used to set up the liability for payroll 
taxes to the various States. Else- 
where in this article is explained the 
basis of the tax-journal entry. 


Preparation of Salary and Plant 
Wage Journals 


With the completion of the pre- 
liminary steps, we are now prepared 
to record the salary-journal entry as 
well as the plant wage-journal entry. 


Salary Journal Entry 

The salary-journal entry is based 
on the combination of amounts 
shown in Exhibits 5 and 10 for each 
departmental expense account and 
plant cost center accounts, as fol- 
lows: 


General Expense....... $ 6,325 
Accounting Dept....... 1,549 
Treasurer's, Dept......<:.. 1,075 
Other Adm. Depts..... 10,951 
Plants (various cost 
COMGCES co G see cine «11s 9,000 
TO 


Salaries Accrued......... $28,900 


“cc 


The abridged item “Plants” em- 
braces various cost center accounts 
which are not shown here for sake 
of brevity. Administrative expense 
accounts are posted to the general 
ledger while the accounts affecting 
plant operations are posted to the 
appropriate plant ledgers. 


Plant Wage Journal Entry 

The plant wage journal entry is 
based on payroll summary reports 
prepared by the plants. These re- 
ports are made up on an accrual 
basis for the month’s operation and 
show the distribution of labor to ap- 
propriate plant operating accounts. 
We have not reproduced the plant 
payroll summary as it merely pre- 
sents a statement of operating ac- 
counts affected. 

Plant “A” (various cost 

CONtGPS) occ ecccenn $31,700 
To Plant Payroll 
ACCENEHE cic ccasiccsues cess $31,700 

Similar journal entries are made 
for the other plants. The reason for 
separate plant journal entries is that 
each plant renders a monthly cash 
report which indicates disburse- 
ments made by it, among which are 
the weekly payroll outlays. At the 
head office the total payroll outlay 
by each plant, as indicated by the 
plant cash report, is charged to the 
respective “Plant Payroll Accrued” 
account. 
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EXHIBIT 15 


Payroll Tax Work Sheet (Preparatory to Tax Journal Entry) 
Month of January 1940 


Accrued 
Plant Payroll 
(on Ist $3,000) 


Accrued 
Monthly & State Non-limitation 
Weekly Payroll Payroll (excess 
(on 1st $3,000) over $3,000) Total 


Amt. Tax-4% Amt. Tax-4% Amt. Tax-2.7% Tax 








Plant “A” (various cost centers) $31,700 $1,268 $3,000 $ 120 $1,388 
Plant “B” 2 ae es 6,950 278 1,500 60 338 
Plant “C” a : af 2,600 104 500 20 124 
Plant “D” . S < 58,750 2,350 4000 160 $1,000 $27 2537 
(MET ESSE Ur Ga a 6,000 240 240 
COST | RR re ere ee 11,770 470.80 470.80 
MIAN oroe tc class ntieeaion $100,000 $4,000 $26,770 $1,070.80 $1,000 $27 $5,097.80 
Note #2 Note #1 
Note #2 
Note #1—Accrued Monthly & Weekly Payroll..............ccccccccccccecs $ 28,900 
MARES MRM ITANNTOTIS y oop ial Sra ca. 6 orcas valet ars erases taia a Gee ele Cie eS 2,130 


Accrued Taxable Payroll......... 


$ 26,770 


Note se—Accrited lant Payroll cis. 66. cc l5iobs-c bcc oo-00s ois o-0:0 0.2 0s seed oiaie vleie's oe awes $100,000 
Accrued Monthly & Weekly Payrolh....<.:cscsciasveccctieneesewens 26,770 
$126,770 

S¥o: Hederal Wnempl.: Ins; “Bax “Base is ssressois dived shcstinsrecase' $ 3,803.10 





Federal Old-Age Benefit Tax Based on Paid Calendar Month and 
Week Payroll 








1% of Collected 

Total ' Taxable Taxable from 
Payroll Payroll Payroll Employees 

Monthly (from Exhibit 3)......... $ 25,000 $ 22,900 $ 229 $ 229 
Weekly Se . Barc s nei 3,600 3,570 35.70 35.82 
Plant“A” “ A WS cs wrsccioievts 29,300 29,300 293 293.38 
REE sioner siveies: ps ni els eee os 6,700 6,700 67 67.08 

eA ISG red iter. 9c ies wih ae ewes 2,400 2,400 24 24 
POCO nooo toes ornn casio sarah © 54,200 54,200 542 543.22 
$121,200 $119,070 $1,190.70 $1,192.50 





This exhibit shows the various 
payroll tax factors arising from Fed- 
eral and State requirements that 
produce the entire “taxable”’ payroll 
tax cost. 


Accrued Payroll 

Under the double column heading 
“Accrued Plant Payroll” there is 
shown the amount of the plant pay- 
roll and the present, combined pay- 





roll tax at 4%. The rate of 4% com- 
prises two elements, namely (1) the 
3% basic rate for unemployment in- 
surance and (2) the 1% tax for Old- 
Age Benefit. The plant payroll as 
shown also represents the taxable 
payroll. The plant payroll is on an 
accrual basis as previously explained 
under caption of “Plant Wage 
Journal Entry”. Amounts indicated 
are the total accrued payroll for each 
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Case Study of Application of Social Security Act and State Unemployment Acts 


plant, omitting details of accounts 
affected which are not essential for 
illustration. 

Under the double column heading 
“Accrued Monthly and Weekly Pay- 
roll”, the total shown represents the 
taxable payroll. Reference is made 
to Note 1 appearing on this exhibit 
for determining taxable payroll. In 
this connection, it may not be amiss 
to show here how the items in Note 
1 were ascertained: 


Monthly Payroll from 


| Pod) | Se |e a $25,000 
Accrued Weekly Payroll 
from Exhibit 10...... 3,900 
IR GBR Second desea Sh yon See tare on duciete $28,900 
Exempt items not subject 
to tax: 


From Exhibit 3, made 
up as follows: 
Per Exhibit 2—Earn- 
ings in excess of 
» 65010) a $ 2,000 
Company pensions 100 
From Exhibit 8, made up 
as follows: 
Per Exhibit 6—Dismis- 
sal wage (encircled 


HOLM nt creas 30 
TOG Hors Sree aank anereats 2,130 
Accrued Taxable Payroll...... $26,770 


Additional Tax 

Under the double column heading 
“State Non-limitation Payroll” there 
is indicated the payroll of employees 
who have earned in excess of $3,000 
in states where the entire payroll is 
taxable without the benefit of the 
$3,000 limitation. In this illustration 
the item refers to the State of Georgia 
which under its present law does not 
exempt earnings in excess of $3,000 
(although tax payments are deferred 
until 1941). Until such exemption is 
enacted, provision must be made 
during 1940 to reflect accurate pay- 
roll tax cost. (Reference is made to 
Exhibit 4 under column ‘Georgia” 
which does not indicate this exemp- 
tion, but does show the Federal ex- 
emption for employees in Georgia). 


It is interesting to note that the 
State of Michigan maintains the rate 
of 3% on the first $3,000 of wages, 
and that the District of Columbia 
taxes at 3% the entire payroll. Em- 
ployers subject to the law of these 
governing bodies are obliged to set 
up an additional tax cost. 

The “Total Tax Cost” column is 
self-explanatory, and forms the basis 
for the tax-journal entry which will 
be considered elsewhere in this ar- 
ticle. 


Tax Liability Set-up 

Up to this point we have taken 
into account the payroll tax cost ele- 
ment insofar as it affects plant oper- 
ating and administrative expense ac- 
counts. There must now be consid- 
ered the basis for the set-up of 
liability to Federal and State Gov- 
ernments. 

Reference is made to Note 2 that 
appears on this exhibit for determin- 
ing the payroll base against which to 
apply the 3% Federal Unemploy- 
ment Insurance tax rate base. As 
indicated, the total accrued taxable 
payroll is made up of— 


Accrued Plant Payroll........ $100,000 
Accrued Monthly and Weekly 
PHUION osc coceceucpe wae 26,770 





Total taxable payroll... $126,770 


At 3% the Federal Unemployment 
Insurance liability is $3,803.10 before 
applying credits for payment of 
State Unemployment Insurance ob- 
ligations. 

It will be noted that the Federal 
Unemployment Insurance liability is 
calculated on the payroll “accrual” 
basis (this “accrual” basis is used 
for our own purposes to reflect a 
proper basis of costs for the month). 
However, the Federal annual report 
on Form 940 will be prepared on the 
actual calendar basis of paid payroll, 
similar to the quarterly Federal 
wage returns reported on Forms 
SSl-a and SS1-b. Naturally, the ac- 
crual basis will exceed the actual 
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calendar basis when part of the pay- 
roll week at the end of the year over- 
laps into the new year. By the term 
“actual calendar basis” is meant the 
calendar week-ending payroll period, 
and constructive payment is _ pre- 
sumed for the calendar week-ending 
payroll period even though the phys- 
ical payment may be made in the 
following week. (The monthly pay- 
roll is already on actual calendar 
month basis, so there is no question 
of any accruals concerning it). 

For the set-up of Federal Old-Age 
benefit payroll tax liability, reference 
is made to this exhibit under the 
heading “Federal Old-Age Benefit 
Tax based on paid calendar month 
and week payroll”. In this tabula- 
tion there is shown the entire pay- 
rolls from several sources indicated 
by exhibits for reference, as well as 
the “taxable payroll”, the applica- 
tion of 1% to the taxable payroll 


representing the employer’s liability, 
and the amounts “collected from em- 
ployees”. 


Preparation of Payroll 
Tax Journal 

With the completion of Exhibit 15, 
the payroll tax journal entry is pre- 
pared to record charges to the vari- 
ous plant operating accounts and 
administrative expense accounts, 
with liability accounts for Federal 
unemployment insurance and old- 
age benefit taxes. Another journal 
entry is required to set up the vari- 
ous State payroll tax liability ac- 
counts for unemployment insurance 
with a debit to the Federal unem- 
ployment insurance account. 


Payroll Tax Journal Entry 

The following journal entry is 
based on the payroll tax work sheet 
per Exhibit 15: 


Plant “A” (various cost center tax accounts)........ $1,388.00 

Plant “B” (various cost center tax accounts)........ 338.00 

Plant “C” (various cost center tax accounts)........ 124,00 

Plant ‘‘D” (various cost center tax accounts)........ 2,537.00 

UW ECTECT ES Ce Lf aiteg tg a ge Raa St A a en Pe Pea 240.00 

MGaRED AREER aR CRS > ect ha- cite ve var ocd tess ersib le oie hava iaraeeiaio ele is Wik ohare 470.80 

TO 

Federal Unemploy. Ins. Payroll Tax (3% on $126,770).... $3,803.10 
Federal O.A.B. Payroll Tax (1% on $119,070)............ 1,190.70 
Federal O.A.B. Payroll Tax Variation Account........... 77.00 
State Non-Limitation Payroll Tax Clearing Account...... 27.00 


The Federal Old-Age Benefit Pay- 
roll Tax Variation Account, as indi- 


Total Accrued Taxable Payroll..... 
Total Actual Taxable Payroll....... 


PV UIMOUERSEL ~ cola serve seuss suai o dca Sua eearete tobe 


This variation account is set up 
because the liability for Federal Old- 
Age Benefit tax is based on actual 
calendar basis for earnings of em- 
ployees. This account will clear it- 
self in the event the last working day 
of the year corresponds to the day of 
the week-ending payroll period. 

The State Non-Limitation Payroll 
Tax Clearing account is a self-bal- 
ancing account as the amount shown 
is included in the State liability set- 
up which in this instance is the State 


cated in the entry, is determined as 
follows: 


bias, $126,770 at 1% $1,267.70 


1,190.70 


$ 7,700 $ 


119,070 at 1% 








77.00 





of Georgia—see journal entry for the 
State liability. This item represents 
the additional tax to be paid to 
Georgia on individual earnings in ex- 
cess of $3,000. In the illustration the 
amount involved is $1,000 at 2.7%. 


State Unemployment Insurance 
Payroll Tax Journal Entry 
The set-up for liability to the vari- 
ous States is on an actual calendar 
basis for taxable payroll. The jour- 
nal entry is as follows: 
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Federal Unemployment Insurance Pay 


roll Tax (2.7% 


OR URN oo iia cos eck eh ep lgs oe eee nok tee ms $3,214.89 
State Non-Limitation Payroll Tax Clearing Account 27.00 
TO 
New York State Unemployment Insurance Payroll Tax.... $1,235.79 
Illinois State Unemployment Insurance Payroll Tax....... 302.40 
California State Unemployment Insurance Payroll Tax.... 78.30 
Georgia State Unemployment Insurance Payroll Tax..... 1,625.40 


State Taxable Payroll Rate 


New York (from Exhibit 14)........ 
[ilinois Grom Exhibit 14)....... 6.0. 
California (from Exhibit 14) .......... 
Georgia (from Exhibit 14)........... 


The debit to Federal Unemploy- 
ment Insurance Payroll Tax Ac- 
count of $3,214.89, as above shown, 
represents 2.7% on the total actual 
taxable payroll of $119,070, the maxi- 
mum that the Federal Government 


Amount of Tax 
$1,235.79 
302.40 
78.30 


1,625.40 


$3,241.89 


= 


$ 45,770 
11,200 
2.900 
60,200 


NMmONN 
NN as 


$120,070 


allows for credit on payments to the 
States. But in the above illustration 
the aggregate of the actual States’ 
set-up of tax liability ($3,241.89) ex- 
ceeds the amount allowable for Fed- 
eral credit. 
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EXHIBIT 16 
Quarterly Wage Reconciliation of Payroll Control With Taxable Wage List 
Plant “A” 
For the Period January Ist to March 30th, 1940 











Total Wages paid during quarter period per Control account.................. $90,030 
Add: Earnings of employees transferred from Plant “D” payroll..... $300 
- “ a UNS Vo POVEOU so cscs 200 500 
$90,530 
Deduct: to Plant “B” payrolls «0.6: 500 
ss bs 5 AN SEX A DANIGI (56,5105 0:050)5.6)8 200 
Nontaxable wages paid to exempt employees on excepted 
SU ONOON sii chez cicrera olaicaster eet atatots vane aia haves Sia Tetausieie >ravais are eee None 
Nontaxable wages paid as represented by the earnings in 
re ee ck | a aa ae een URE te Se ra ite 1S AU ae None 700 
SE NONAEN N MREEE SiN EINE 5 065 56 acdc wdc ois sig AOS bia 5a ale Ors DiDalale\ aw niece & TAOS $89,830 
Taxable Wages per lists as follows: (Form SS-1b) 
Group #1 (page #4 _ ) $ 1,500 
7a! Cs 5- 6) 3,000 
a = 7- 9) 18,000 
4 ( “ 10-12) 10,000 
oe. wae 2,000 
6 ( “ 1415) 5,000 
Yn eens 16-17) 6,000 
8 ( “ 18-20) 8,000 
aT Gis 21-24) 15,000 
10 ( “ 25-29) 21,330 $89,830 


At the end of each quarter period 
the plants’ and head office payroll 
departments prepare a _ statement 
of “quarterly wage reconciliation”, 


which accompanies the quarterly 
wage information returns sent to 


head office. 


The payroll control of the plants 
is made up of the aggregate weekly 
wages for the quarter period. This 
is similar to the exhibits for all 
plants maintained by the head of- 
fice for verification purposes. The 
specific exhibit is Exhibit 13. For 
head office payrolls reference is 
made to Exhibits 3 and 8. 

In the event an employee is trans- 
ferred from one locality to another, 
say from Plant “A” to Plant “B”, 


ui 
=) 
ve) 


the earnings record of the emplovee 
up to the time of transfer is trans- 
mitted to Plant “B” so that at the 
end of the quarter Plant “B” will 
report on its wage information list 
the earnings of this employee for 
the entire quarter period. Both 
plants must of necessity take into 
consideration in their “quarterly 
wage reconciliation” the transmitted 
figure. 

The plants prepare the wage in- 
formation returns (Form SS-1b) in 
functional groups and attach an add- 
ing machine tape for each group. On 
their reconciliation (see exhibit) 
there is shown the group totals. The 
page numbers are inserted at the 
head office for the entire company 
taxable payroll. 
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EXHIBIT 17 


Quarterly Recapitulation of Entire Wages and Total Taxable Wages Per 
Head Office Summaries (Control), and Total Taxable Wage List 
Per Federal Form SS-1b. 


First Quarter Ending March 30, 1940 





Taxable Taxable —Difference— 
Total Non-taxable Wages to be Wages List List 
Payroll Wages Paid Wages Reported per List over short 
Monthly (from Exhibit 3) $ 75,000 $13,900 $ 61,100 $ 61,100 
Weekly a = 4a 11,430 30 11,400 11,400 
Plant “A” “ = 15 90,030 90,030 89,830 $200 
AEE a iccretscer cores aeroinss 20,400 20,400 20,900 $500 
RE haxcecaiios peel ceaaors 7,400 7,400 7,400 
BN ecacere Pua nore 166,900 166,900 166,600 300 
OGANY iin Xecieieenieeievers $371,160 $13,930 $357,230 $357,230 $500 $500 





This work sheet is prepared to 
bring together in summary form the 
totals of the various payrolls. Refer- 
ence is made on this work sheet to 
exhibits involved. 

The taxable wage list total is 
entered alongside each proper pay- 
roll item with differences noted, if 
any, in the “Difference” column. The 
aggregate of the “over” and “short” 
columns should be in agreement. 


Upon final verification of the vari- 
ous payrolls the Form SS-la “Em- 
ployer’s Tax Return” is prepared. 
A separate schedule is prepared for 
listing the various functional group 


totals of plants identified as “Block 
Numbers” on this schedule with in- 
clusive pages (continuation sheets) 
noted after each block number and 
amounts thereof, the final total repre- 
senting the entire taxable payroll. 


Note A—The employee deduc- 
tions made from employees’ earn- 
ings are credited direct to the Feder- 
al Old-Age Benefit Payroll Tax ac- 
count from the various plant and 
head office cash records. 


Note B—The procedure for State 
reporting is similar to that of the 
Federal and requires no explanation. 
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EXHIBIT 18 


Name of COMpeny ..<..00% 0560 


STATEMENT OF TAXABLE EARNINGS AND PAYROLL TAX DEDUCTIONS 


NAME 


PERIOD COVERED 





KEEP THIS FOR YOUR PERMANENT RECORD 


This form is used, beginning Janu- 
ary 1, 1940, in order to comply with 
the provision of the Federal Social 
Security Act relating to the require- 
ment of furnishing a statement to 
employees for payroll tax deduc- 
tions. (Penalty for each offense of 
omission to supply statement is $5). 
The amended Act gives us the option 
of reporting earnings and payroll 
tax deductions in quarterly or annual 
periods. We have decided to report 
annually which will do away with 
frequent reporting. 

During the year 1940 (and for sub- 
sequent years) this form will be 
given an employee who is separated 
from employment on such day of 
separation. To employees who re- 
main on the payroll at the end of 
1940, this form is furnished after the 
year-end, that is, during January 
1941. 

The form has been designed to 
provide all the necessary informa- 
tion required. Space for the “name” 
is ample for use of addressograph 
plates (which plates show employee 
name and social security account 
number) or for use of the typewriter 
to supply the employee name and 


TAXABLE 
EARNINGS 


DEDUCTIONS 


FED. O.A.B. TAX STATE U. I. 
SEC. 1400 IRC TAX 








account number. The address of the 
employee is not required. 

The column “Period covered” rep- 
resents the employee’s elapsed peri- 
od of time in employment. If an 
employee is separated during the 
year, the elapsed period is shown— 
from the first of the year or the first 
day of employment in that year and 
the last day he worked and was paid 
for. For an employee who remains 
on the payroll at the end of the year, 
“1940” is shown. 

The column “Taxable Earnings” 
represents wages up to the first 
$3,000 only. Any excess over $3,000 
need not be shown as such excess 
does not represent taxable earnings. 

The column “Federal O.A.B. Tax” 
represents the 1% deduction from 
employees’ wages. The amount 
shown in this column consists of 
the aggregate of deductions as re- 
corded (see Exhibits 1, 6 and 12). 

The column “State U. I. Tax” 
represents provision for possible 
State payroll tax deduction, because 
States are privileged to amend their 
laws to tax employees’ earnings. The 
State of California Unemployment 
Insurance Act, one of the states to 
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whose law our company is subject, 
embodies a tax on employees’ earn- 
ings up to the first $3,000; therefore, 
the amount of tax deducted is indi- 
cated in this column. 


Aim of this article 

As mentioned at the outset, we 
have submitted the problems we 
encountered and the solutions we 
reached in each instance. If it ap- 
pears from the reading of our pre- 
sentation that some steps are 


lengthy, we assure you that abridg- 
ments for each step have been care- 
fully considered. Once more, our 
problems were those that confronted 
a company doing business in many 
states, and the procedure we follow 
is designed to meet every require- 
ment under the Federal and the vari- 
ous States’ laws. Simpler methods, 
of course, may now be in use in 
other companies, but none, we are 
confident, more accurate for a true 
payroll tax cost compilation. 
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Investigate NATIONALS 


When you are called upon to decide which machine is 
best fitted for your client’s bookkeeping and account- 
ing work—investigate National’s complete line of 


machines before making your final decision. 


The National Cash Register Co. 


DAYTON, OHIO 


Typewriting-Bookkeeping Machines 
Cash Registers 
Posting Machines + Analysis Machines 
Bank-Bookkeeping Machines 


Check-Writing and Signing Machines 
Postage Meter Machines 
Accounting Machine Desks 
Correct Posture Chairs 








Notice to Members 


BINDINGS NOW AVAILABLE 
for 
THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT 





Members can now have Vols. [IX and X of the Bulletin attractively bound 
in a serviceable, brown fabric at low cost. 


Vol. [IX—Nine issues from October 1938 through June 1939—$2.00 
Vol. X—Nine issues from October 1939 through *June 1940— 2.00 





COPIES FOR BINDING SHOULD BE SENT TO THE OFFICE OF THE SOCIETY 
(For complete information see announcement under CURRENT EVENTS) 


* When issued. 
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Each represents a valuable McBee contri- 
bution to Simplified Accounting Practice 
whereby detail is brought from the original 
record direct to the final summary in the 
fewest possible steps. 
















SPEEDS SORTING, 
CUTS ANALYSIS 
COSTS 


As a device, McBee Keysort is the fastest sorting 
system in the world. As a method, it’s the most 
economical means of producing analysis or 
statistical reports from a multiplicity of card 





McBee — } 
\ (eg) KEYSORT »: 
| sgl a ® 


10020202020000000 















































e\e\e)e) ¥ C)C) unite. 
FOR COMPARATIVE 
SBEE REPORTS 
Ww { T Saves up to 60 per cent of the time formerly 
ay A L Y S i S spent in making up such reports and operating 
; a ee j J statements. Based on small unit sheets of uni- 
form size on which only current figures are set 


down, eliminating all copying. 


THE PERFECT SPOT 
CARBON 


Originated and patented by McBee, Waxspot is 
the only successful method of applying genuine 
wax carbon in spots to a wide variety of papers. 
Makes more and better copies, is not “smudgy” 


and does not deteriorate with age. 





MSBEE 
m= SPOT 


The McBee salesman will gladly demonstrate any or all 
of the three 


SL The M¢Bee Company 
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